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HIFrN

Hifn, Inc. r

Letter to Stockholders |

Dear Hifn Stockholders,
We are pleased to present our annual report for the fiscal year ended September 30, 2008.

During fiscal 2008, we made significant progress in our strategic move to become a leader in
Capacity Optimizing Storage products. Storage products and software revenues in fiscal 2008
grew 45% as compared to fiscal 2007, and accounted for 27% of our total revenue. New
products, at 20% of total revenue, grew 76% year-over-year. Mature products declined 18%
over fiscal 2007 and now account for 80% of our total revenue. Net revenue for fiscal 2008 was
$39.4 million, down eight percent from net revenue in fiscal 2007. While we reported a net loss
of $7.8 million for fiscal 2008, we are pleased with the condition of our balance sheet, which
includes a cash position of $34.4 million at fiscal year-end. Total cash utilization during fiscal
2008 was $951,000, and we returned cash to our stockholders in fiscal 2008 through a stock
buyback program under which we repurchased $1.6 million of our common stock. Our ablllty to
maintain a strong financial position will enable us to continue to make strategic mvestments in
new technology and operations that will contribute to our long-term success.

Key Industries & Customers

In fiscal 2008, we invested in bringing new products to market and upgrading key elements of
our product portfolio. Success in the rapidly changing global economy demands quick
recognition of trends and the flexibility to seize new opportunities. Our new products and
upgrades of existing products have enabled us to acquire new customers, and we finished fiscal
2008 with every major domestic storage supplier using our products. We also added
International Business Machines Corporation, Hewlett-Packard Company, Sun Microsystems,
Inc. and Bull Data Systems, Inc as new customers. We believe these customer wins show that
our momentum is building, and we plan to leverage our solid relationships to further build our
business going forward. -

Product Development ‘

We plan to continue developing innovative and exciting Applied Services Processor (“ASP”) and
Express products. Our newest ASP, the SentryXL, is the smallest form factor, utilizes the least
power and boasts a crypto accelerator, combining compression, encryption and hashing
capabilities. The designers of today’'s most advanced electronics equipment, such as Internet
routers, switches, Voice over Intemet Protocol (“VolP") systems and wireless applications, are
taking advantage of the benefits of our ASP products to utilize the energy saving performance,
flexibility and other capabilities that enable our customers to realize superior time-to-market
solutions, :
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Our innovation continues with our recently released Express DR255. The Express DR255 is the
first continuous data protection (*CDP”") product to combine security, compression and hash
acceleration functionality in a PCl Express card solution. We believe our current product
portfolio, together with the products scheduled for future release, position us well to be the
market leader in CDP products. We understand that our success is tied to the success of our
OEM customers, and we are 100% commitied to serving their needs by offering high value-
added products that can be easily differentiated and quickly integrated into end products.

A Strong Team

The focus and dedication of our employees enabled us to deliver eleven new products in fiscal
2008. Despite these efforts, our sales were lower than anticipated and we took actions in the
fourth quarter to reduce overhead and expenses. Our appliance and channel sales efforts were
eliminated and we re-packaged our iSCSI/NAS storage appliance into a Unified Storage Bundle
(“SB") product, a card and software solution to be sold by our OEM sales force. We believe this
mave, while cutting $1.5 million from our fiscal 2009 spending budgets, will strengthen our OEM
CDP offerings by delivering a complete solution that can be sold to traditional server and
storage OEM vendors.

Opportunities Ahead

We have a compelling business model and strategy. We believe that our innovative product
vision, coupled with our commitment to our customers, employees and investors, will position us
for ASP market leadership, but we need to accomplish much more to realize the full potential of
our ASP and Express products. Our current plans include efforts to drive sales growth, transition
to advanced manufacturing technologies, and introduce new ASP and card products. Returning
to profitability is our top financial goal. In order to achieve this goal, we remain focused on our
cost-reduction strategy and meeting our internal mandate to offer top-tier product value to our
customers, which we believe will lead to long-term returns for our stockholders.

We would like to thank our stockholders, customers, partners, suppliers and employees for their
continued support. Speaking for the entire executive team, we appreciate the support during
these difficult times.

Sincerely yours,

Z0.37A

Albert E. Sisto
Chairman of the Board and CEQ
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PARTI

TTEM 1. BUSINESS

LTS v )

Unless the context otherwise requires, we use the terms “"Hifi, " “our company,” “we,” “us” and “our™ in this filing to refer to
hiffn, inc.. together witl its together with its subsidiaries, Hifn Limited, Hifit Netherlands B.V., Hifn Japun K.K. and Hifa International
and its subsidiary. Hifn (Hangzhou) Information Technologies Co., Ltd., together with Hangzhou Ansai Information Technology Co.,
Ltd., a contractually controlled company of Hif Iternational.

Overview

Hifn is a leading provider of network- and storage-security and data reduction products that simplify the way major network
and storage original equipment manufacturers (“OEMs™), as well as small-and-medium enterprises (“SMIs™), efficiently and securely
share, retain, access and protect critical data, Qur products feature industry-recognized patented technology for the continuous
protection of information, whether it is in transit on a network or at rest on storage. Hift's soluttons are attractive to customers
because they {eature high-performance, including some of the fastest compression and encryption processing speeds availahle in the
market, multi-protocol capabilities, development tools and card level products with high-levels of integration that help reduce their
time-to-market. Qur applied services processots (“ASPs”) perform the computation-intensive tasks of compression, encryption and
authentication, providing our customers with high-performance, interoperable implementations of a wide variety of industry-standard
networking and storage protocols. Our network- and security-processors, compression and data reduction solutions are used in
networking, security and storage equipment such as routers, remote access concentrators, virtual private networks (“VPNs™), virtual
tape librarics (“VTLs"™), nearline storage systems, switches, broadband access equipment, network interface cards, firewalls and back-
up storage devices.

The Hifn encryptien and compression ASPs allow network and storage equipment vendors to add security and data reduction
functions to their products. Our encryption and compression processors provide industry-recognized algorithms that are used in
products, such as VPNs, which enable businesses to reduce wide area networking costs by replacing dedicated leased-lines with
lower-cost IP-based networks such as the Internet. Using VPNs, businesses can also provide customers, partners and suppliers with
secure, authenticated access to the corporate network, increasing productivity through improved communications. Storage equipment
vendors use our compression processor products and Express Data Reduction (“Express DR™) cards to improve the performance and
capacity of a wide range of disk and tape back-up systems. For example, storage OEMs who design in a Hifh Express DR card can
offer their customers a storage solution that more than doubles the storage capacity, saving them power, physical space, operational
and capital expenses.

Additionatly, Hifn acquired Siafu Software, LLC, a California LLC (“Stafu™), in July 2007, to complement our Express DR and
Express Daia Security (“Express DS™) card business and expand our product offering to include integrated iSCSI network protocol
based data encryption and compression software and sub-systerns, reducing OEMs time to market in delivering secure and capacity
optimized siorage systems.

Hifn’s network processer technology, acquired from International Business Machines Corporation (“1BM™), complements our
security processor business and expands our product offerings to include a programmable, yet deterministic, device that performs
computation-intensive, deep packet inspection for high-touch services. The architecture of our network processor is unique and is an
architecture used with applications that require high-touch services.

General

Stac, Inc. (*Stac”) incorporated Hifnn as a wholly owned subsidiary on August 14, 1996. On November 21, 1996, Stac
transferred its semiconductor business, along with the associated technology, assets and liabilities, to Hifn in exchange for 6,000,000
shares of Hifn Series A Preferred Stock and 100 shares of Hiln Common Stock pursuant to a Stock Purchase Agreement,

On March 25, 1999, the Company completed its initial public offering when it was spun off from Stac, [nc. The initial public
offering raised approximately $49.2 million, net of offering expenses, followed by an additional $9.3 million when the Company’s
underwriters exerciscd their option to purchase additional shares of Hifn's Common Stock on April 19, 1999,

Industry Background

The need for a more effective use of the public network infrastructure in a husiness environment is one of the main drivers of
the extensive deployment of network-based communications systems, The resulting increase in connectivity has further driven the
need for technology that safeguards and manages the access to information available over these expanding global networks.,
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The network computing market has undergone several major transitions over the past decade and it is the convergence of these
transitions that contributed to the recent increase in global comnectivity. One of these transitions was the migration of corporate
computing environments from centralized mainframe systems to distributed client/server environments. The ability to access and share
information through client/server technology expanded the need for connectivity beyond workgroup local area networks (“LANs”) to
enterprisc-wide networks spanning multiple LANs and wide area networks (“WANs™). Another transition was the widespread
adoption of the Internet for business-to-business communications. Internct-based business applications have expanded beyond e-mail
1o a broad range of business applications and services including electronic publishing, direct to customer transactions, product
marketing, advertising and customer support. Yet another transition was the emergence of consumer-to-business or e-commerce
communications. The convergence of these major transitions led to the need for secure, managed communications and the emergence
of VPNs that use the Intemet infrastructure and associated protocols and applications to share information and services both wnhm the
enterprise and with business partners and customers. As a result of adding security to the network infrastructure, businesses arc able to
share internal information and run enterprise applications across geographically dispersed facilities as well as enable customers,
supplicrs and other business partners to inexpensively link into their enterprise information systems, As businesses and consumers
demand more functionality from their networks, and as they adopt wireless networks into their infrastructure, the need for layered
security, while maintaining performance, will be a driving factor for products such as our network-, security- and compression-
Processors, |

l
The Complexity of and Need for Network and Storage Security !

Driven to provide the significant benefits of connectivity and information exchange, organizations potentially expose sensitive
information and mission eritical applications to unauthorized access, both through connections to the Internet and from within the
enterprise. In addition, transmission of data over the Internet may also expose such data to unauthorized interception. These risks
create a critical need for enterprises (o proteci their information and information systems from unauthorized access and use, Historical
methods for securing information resources are no longer adequate lo meet the securily requirements of today’s global networks.
Foday’s distributed network environmenis provide multiple points of access and multiple network resources, making it impractical to
individually sccure every application and resource on the nctwork. Therefore, additional layers of security at the network level are
required to control access to the network and to regulate and protect the flow of data between network segments.

The increasing demands placed on data communication security systems by the expansion of Intemet services and glot‘)al
enterprise networking quickly outpaces the capabilities of many traditional Internet security appliance architectures. These démands
include the need to define and transparently enforce an integrated, enterprise-wide security policy that can be managed centrally and
implemented on a distributed basis. An effective network security solution also needs to be open and extensible to enable it to address
the rapidly changing requirements of the Internet and intranets, including the addition of new security applications, such as
authentication, encryption, URL filtcring, anti-virus ptotection, spyware, intrusion detection and Java and ActiveX securily services
and functions. This increased complexity, along with the higher demand placed by ever-increasing bandwidths and storage
requirgments, sotme of which are driven by regulations, and the increasing number of users has given rise to the creation of data
communications semiconductors specifically designed for the security task. These high-performance security integrated circuits create
the next generation security platform for our customers based on a combination of protocol features, customer complex core logic and
standards-based buses and interfaces. This is at the core of Hifin’s network security processor products. |

The Hifn Solution \

Hifn is a network and storage, data reduction and security market leader that supplies most major network, storage and secumy
equipment vendors with patented technology o accelerate, optimize and secure end-customer data. We dcslgn, develop and market
high-performance, multi-protocol devices, cards and software to protect information at risk, whether it is “in-transit” traveling across
the network or “at-rest” stored on a tape- or disk-drive. We provide our customers with high-performance, interoperable
implementations of a wide variety of industry-standard networking and storage protocols by offering efficient compression, !
encryplion/compression and public key cryptography products and solutions. We believe that our patented compression technology
comprises the fundamental know-how for the design and implementation of low-cost, high-performance implementations of lossless
data compression and is the recognized de-facto standard, which gives our products a strong competitive advantage. By offering a
wide range of high-performance implementations of our patented, standards-compliant technology, we are able to sell products to

network and storage equipment vendors that allow them 1o reduce development costs and get their products to market faster. |

Our patented Lempel-Ziv-Stac compression technology (“LZS™) is incorporated into several networking protocol standards,
including Point-to-Point Protocol (*PPP”) and the frame retay protocol, allowing network equipment vendors to rapidly integrate
proven solutions for mitigating the costs associated with traditiona) private leased-line network architectures. The Microsoft Point-to-
Point Compression (“MPPC”) implementation of our patents, developed by Microsoft, is incorporated into the PPPI and Poim-ilo-l’oint

2

o



Tunneling Protocol (*PPTP™) implementations of the past and currently shipping versions of the Windows operating systems. We
offer high-performance compression processors that implement LZS and MPPC, We also license sofiware implementations of LZS
and MPPC 10 industry-leading network equipment vendors for use in their networking products.

In support of VPN architectures, we introduced the first network security processors, integrating the critical functions of
compression, encryption and data authentication in compliance with the Internet Protocol Security (“IPsec™), Secure Sockets Layer
{“SSL™), Transport Layer Security (“TLS") and proposed Advanced Encryption Standard (“AES") ciphersuite extensions to TLS
protocols. This integration atlows network equipment vendors to add highly-integrated, high-performance VPN capabilities to their
routers, remote access concentrators, session border controllers, switches, broadband access equipment and firewalls.

Businesses rely on the Internet to conduct their normal business operations, Unlike the traditienal telecommunications network
used by businesses to communicate, such as the fixed-line telephone, the Internet is vastly more complex, unreliable and generally not
securc. In addition, there is an overall lack of difTerentiation or prioritization of business-critical applications from general use of the
Internet. These applications tend to be bundled together and use the same resources throughout the Internet. Qur flow classification
technology enables the integration of precise dilferentiation and measurement of husiness-critical transactions within network
equipment vendors® devices. This feature allows the creation of differentiated services within the Intemnet, enabling our OEM
customers to provide valuabie services to their customers.

Hifn’s line of compression ASPs and cards are targeted at back-up storage applications providing storage equipment vendors
with high-performance implementations of our patented compression technology, doubling the capacity and performance of mid- to
high-end VTLs, nearline and tape drive systems. The LZS implementation of our patents is used in the Digital Linear Tape (“DLT™)
drive products from Quantum. The Adaptive Lossless Data Compression (“ALDC™) implementation of our patents, developed by
IBM,, is used in a variety of 1ape storage products, including the Linear Tape Open (*LTQO™) drives and the Travan style of quarter-
inch cartridge tape drives. Additionally, our compression products provide companies in the storage market that develop disk-to disk-
and the disk-to-disk-to-tape-back-up products with solutions that meet their performance and capacity requirements.

Customers

A number of leading manufacturers of network and storage equipment have designed products that incorporate the Hifn
solutions. To date, we have secured design wins with a number of networking, security and storage equipment vendors. To qualify as
a design win, an equipment vendor must have ordered samples of our products or an evaluation or reference card and initiated a
product design that incorporates our sotutions. During the design-in process, we work with each customer, providing training on our
produgcts, assisting in resolving technical questions and providing price and delivery information to assist the customer in getting our
products into volume production. We cannot assure that any of the design wins we have secured will result in demand for our
products. Sec “Item 1A, Risk Factors — Our Business Depends Upon The Development Of The Packet Processor Market” and “—
We Face Risks Associated With Evolving [ndustry Standards And Rapid Technological Change.”

At September 30, 2008, we had a backlog of semiconductor orders representing $6.8 mitlion of products deliverable to
customers over the six months following the placement of these orders. At September 30, 2007, we had a backlog of $6.3 million. The
inctease in backlog in fiscal 2008 as compared to fiscal 2007 teflects an increase tn orders for our card products. Since customers may
reschedule or cancel orders, subject to negotiated windows, orders scheduled for shipment in a quarter may be moved to a subsequent
quarter or cancelled altogether. Therefore, backlog is not necessarily indicative of future sales.

Products

Hifn's products — Network securily and compression ASPs, network processing ASPs, data reduction and security cards, and
secure storage sub-systems — provide a broad range of price/performance alternatives for the implementation of intelligent, secure,
high-performance networks and efficient, high-performance storage systems. We also offer evaluation cards to assist customers in the
evaluation of our products. Hifin's products work to protect information at risk, whether that information is in transit or at rest.

Network Security ASPs. Current networking products demand strong security features that can opetate at multi-gigabit per
second speeds without slowing down a system’s central processing unit (“CPU™) with computationally intensive cryptographic
processing. Hifh offers a wide selection ol security ASPs that meet the needs of current and future networking equipment by
offloading these “heavy-lifting” and intensive algorithms for fast cryptography without excessive system overhead.

Look-aside security ASPs operate as a co-processor to the system CPU or network processing unit {*“NPU”) 10 accelerate
security functions. All of our security ASPs ofller a full suite of security algorithms, data compression, symmetric key cryptography,
public key cryptography, data authentication and true random number generation. We offer two familics of look-aside security
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processors. Our sccure packet processing-based ASPs offload all aspects of IPsec or SSL packet processing at rates up to over two
gigabits per second. For network elements with lower throughput demands and tighter cost constraints, we offer algorithm accelerator
ASPs which are low cost devices that offer the same security functions as our high end packet processing products but dcpend on the
host CPU to perform packet manipulation. Hifn's line of secure packet processing ASPs (7855 and 8155) and algorithm ASPs (7954,

7955, 7956 and 796x family} are actively being sold into new designs. |
\

Hifn's 7855 and 8155 ASPs combine sccurity and compression to provide essential bandwidth-cnhancement for network
equipment such as routers, remote access concentrators, broadband access cquipment and switches. These products provide ﬂexlblc
bus interfaces and a variety of memory configuration options 1o allow customers to tailor their uses to meet a variety of network
system requirements. We license a line of software compression libraries that provide similar functionality to our line of compression
processor products for ‘real-estate’ constrained applications in tower-bandwidih products. Our software products are offered in source
and object code toolkits. '

Network FlowThrough™ Security ASPs. Hifn’s FlowThrough ASPs line of intelligent security processors is unique in the
marketplace, The FlowThrough capability, sometimes referred to as a “bump in the wire,” is targeted both for the traditional VPN
networking market as well as the storage area network (“SAN”) security market using the iSCSI (Internet Small Computer Sysiems
Interface) and FCIP (Fibre Channel over Intemet Protocol) protocols. The Hifit 4450, and 8450 are capable of performing the entire
IPsec protocol on-chip at multi-gigabit speeds, as well as the Internet Key Exchange (“IKE™) handshake, all in one device. Imerfacmg
these devices to a system is straightforward as they sit at the Ethernet 1/0 between the physical layer transceiver and the Ethemet
MAC function. In addition, these nexi-generation FlowThrough ASPs add 1Pv6 and MACsec support at gigabit speeds. ,

Network Processing ASPs. Hifn’s Network Processing (“NP™") ASPs are programmable network processing devices optimized
for performing high-touch packet and flow-based services at muhi-gigabit line speeds. The deterministic processing capabilities of our
NP ASP line is enabled through an embedded processor complex which consists of sixteen picoprocessers and more ihan eighty
hardware coprocessors and accelerators. The dual-threaded picoprocessors are able to simultaneously process thirty-two packets in a
Simuttaneons Multi-Threading (*SMT”) exccution model. The hardware coprocessors and accelerators perform a number of funcnom
including classification, tree scarches and frame forwarding, filtering and ordering, as well as frame manipulation, including checksum
computation. The SMT “nun-to-completion” execution model of the picoprocessors, combined with zero-ovethead hardware-based
thread switching, provides a single threaded programmer’s view on top of a multi-threaded, multi-processor platform. Hifn also offers
a fult suite of software 1ools for the network processor product line. Our Advanced Software Offering (*“AS0™), a comprehengive
development package, provides customers with an established development platform, while reducing their time-to-market. ASQ is a
production-ready software package containing both control and data plane code as well as mature software development tools.

|
Compression ASPs. Hifin’s 9630 high-performance compression ASPs provide the fastest known compression rates in the
market today and typically increase storage capacity for customers by 50 percent. Additionally, the 96XX family offers customers
high-assurance features for data integrity.

|
Express Data Reduction (“Express DR ") Products. Hifn's Express DR compression solutions optimize our customers’ VTL
and nearline products for backup and restore operations utilizing the industry standard LZS compression algorithm, while providing a
high-assurance solution in an easy to integrate card.
|

Express Data Security (“Express DS”) Products. Hifn's Express DS cards provide customers with a higher integration, faster
time-to-market solution. These products are targeted at OEMSs that may not have the expertise or resources to design their own cards
or the time to complete the necessary integration of the cards into their systems. The Hifn Express DS acceleration cards are low cost
and production optimized. :

Evaluation (Reference) Cards. Delivering on our corporate goal of enabling our customers to get to market faster, we roulmely
design system-level cards that simulate actual end products or subsystems. The evaluation cards include basic hardware and soﬁware
that enable customers to expedite their designs. Our customers can use the cards as a reference or they may incorpotate portlons of the
evaluation card into their own products.

|
Secure Storage Sub-systems. Hifn Swarm™ Secure Storage solution enables advanced storage networking and data protection
applications for IP SAN environments.

Technology

Hifnn's multi-ptotocol packet-hased ASPs, which are high-performance compression, encryption/compression and publ:ic key
processors and our network processing ASPs have been designed to meet the needs of networking and storage equipment vendors. We
|
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believe that our patented compression technology, employed in our compression and encryption/compression processors, gives us a
strong competitive advantage. In addition to core technologies that we have developed, we enhance the features and functionality of
our products through the licensing of certain technologies from third parties,

Compression Algorithms and Architectures. Hifn holds key patents that cover a wide variety of lossless compression algorithms
and their implementations. Specific implementations of our compression patents include the following compression algorithms: LZS,
developed by Stac; MPPC, developed by Microsoft; and ALDC, developed by IBM. We have continued to improve the petformance,
functionatity and architectures of these compression techniques, For example, semiconductor implementations of the LZS algorithm
have improved in performance by a factor of forty in under four years. Through the use of various architectural implementations of
our compression algorithms, we are able to provide compression solutions over a broad price-performance spectrum,

Encryption, Data Authentication and Public Key Algorithms. Hifo develops high-performance implementations of industry
standard encryption algorithms (e.g., Advanced Encryption Standard (“AES™), Data Encryption Standard (“DES™), Triple-DES and
Alleged RC4 (*ARC4™)) and data authentication algorithms (e.g., Message Digest 5 (*“MD5”} and Secure Hash Algorithm (“SHA1™).
Coupled with our patent ownership in compression, we are positioned to combine compression with encryption and data
authentication as specified in the most widely used network security protocols, such as IPsec and PPTP. In addition, we also
implement public key cryptography algorithms which are used in a wide variety of network security protocols. Public key
cryptography algorithms implemented by us include the RSA-compatible and Diffie-Iellman algorithms as well as the RSA-
compatible and DSA digital signature algorithms. Our semiconductor products, including the RSA-compatible public key
cryptosystem and the ARC4 symmetric key encryption algorithms, are compatible with the correspending algorithms from RSA Data
Security, Inc.

Flow Classification and Measurement Architectures. Our flow classification technology, MeterFlow, has enabled us to extend
our reach into the packet processing area. This patented technology is a soltware solution for network equipment vendors to discover
applications within the content of network packets and flows. MeterFlow enables network equipment vendors to add unique traffic
differentiation capabilities to their products. Our flow classification solutions provide precise detaits about packets and data traversing
a network, how network applications are performing and the effect they are having on network productivity. The flow classification
solutions are used in deploying QoS and CoS, which enables businesses to enhance the effectiveness of using the Internet network,
Using QoS- or CoS-enabled network equipment, businesses can maintain more consistent and reliable interactions with their
customers and business partners. Further, usc of MeterFlow technology can enable firewalls, NAT/PAT transforns, billing, metering,
monitoring and SLA validation applications 1o be application-aware,

Integrated, High-Performance Packet Processing. Hifn is continuing to develop additional packet processing functionality,
including integration of computation-intensive security protocol processing functions, and integration of the MeterFlow classification
capabilitics. Ongoing product and technology development is cxpected to increase product integration and increase product
performance in the future.

Pattern Matching Architecture. Hifn's patiern matching technology (“HPM"} accelerates regular expression pattern matching, a
key search [unction in security systems such as, Anti-Virus, Anti-Spam and Intrusion Detection/Prevention, HPM contains “rule
compression” technology that creates a highly compact rutes database format. The database, atong with HPM's small code footprim,
can reside in a microprocessor cache enabling the search function to run at the speed of the processor. Network edge security devices
and Unified Threat Management (“UTM™} appliances all have the same fundamental limitation: they can only process packets at the
speed they can detect signatures. This technology is a sofRware solution and has two patents pending that cover the ability to discover
patterns within a stream of data.

In-line Storage Encryption, Compression and Data Migration. As part of Hifn's acquisition of Sialu, several key technologies
in the areas of transforming and management data in iSCSI storage system were included. These new clements will enable our currem
and future storage-focused products fo enable high-value data security, reduction and protection features “in-line” during the storing of
data in the overall storage system. More details will be disclosed as the pending patents are released into the public.

Intellectual Property

Our future success and ability (o compete are dependent, in part, upon our proprietary technology. We rely in part on patent,
trade secret, trademark, mask work and copyright laws to protect our inteltectual property. We own 27 United States patents and 45
foreign patents. The issued patents and patent applications primarily cover various aspects of our compression, flow classification,
bandwidth management, cryptographic packet processing, patiern matching, rate shaping and stored data transformation and migration
technologies and have expiration dates ranging from 2008 to 2028. OFf our total patents, six are pending patent applications in the
United States and a total of 29 in Europe, Asia and Australia covering flow classification, cryptographic packet processing, pattern
matching and stored data transformation and migration. Of our issued United States patents, nine expired due to lack of maintenance
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fee payments from our legal counsel, We have filed an appeal of the decision to not reinstate the expired patents by the Um(ed States
Patent and Trademark Office pending in the U.S. Federal District Court. Other patents for the same intellectual property remam valid
outside of the United States into 2012, All customer contracts and licenses remain in force as a result.

We cannot assure that any patents will be issued under our current or future patent applications or that the patents issued under
such patent applications will not be invalidated, circumvented or challenged. We cannot assure that any patents issued to us will be
adequate to safeguard and maintain our proprietary rights, to deter misappropriation or to prevent an unauthorized third party from
copying our technology, designing around the patents we own or otherwise obtaining and using our products, designs or olher
information. In addition, we cannot assure that others will not develop technologies that are similar or superior to our lechnology See
“Itemn 1A, Risk Factors — Our Success Depends On Proprietary Technologies.” |

As is typical in the semiconductor industry, we may in the future receive communications from third partics asserting patents,
mask work rights, intellectual property or copyrights on certain of our products and technologics. Although we are not currcntly a
party to any material litigation regarding inteflectual property, in the event a third party were to make a valid intellectual property
claim and a license relating to such intellectual property was not available on commercially reasonable terms, our operating resulls
could be materially and adversely affected. Litigation, which could result in substantial cost to us and diversion of our fesources, may
also be necessary to enforce our patents or other intellectual property tights or to defend against claimed infringement of the rights of
others. The failure to obtain necessary licenses or the occurrence of litigation relating to patent infringement or other intellectual
property matters could have a matcrial adverse effect on our business and operating results, We cannot assure that the steps we take to
protect our intellectual property will be adequate to prevent misappropriation or that others will not develop competitive technologies
or products. See “ltem LA, Risk Factors — We Face Risks Associated With Evolving Industry Standards And Rapid Technological
Change™ and “— Qur Success Depends On Proprietary Technologies.” ‘

In addition, we claim copyright protection for certain proprietary sofiware and documentation. We atterpt to protect our trade
secrets and other proprictary information through agreements with our customers, supplicrs, employces and consultants, and through
other security measures, Although we intend to protect our rights vigorously, we cannot assure that these measures witl be successful.
Furthermore, the laws of certain countries in which our products are or may be manufactured or sold may not protect our products and
intellectual property. Sce “ltem 1A Risk Factors — We Face Risks Associated With Qur International Business Activities.”

Export Restrictions on Encryption Algorithms

A key element of Hifn’s packet processor architecture is the encryption algorithms embedded in our semiconductor and
software products. These products are subject to export control regulations administered by the U.S. Department of Commerce The
regulations permit our domestic network equipment customers to export non-military specific products incorporating our encrypnon
technology only after the finished product has received a one-time technical review from the Department of Commerce. In addluon
those U.S. export control laws prohibit the export of many products, including any products with encryption, to a number of countries
deemed hostile by the 1.8, government. Furthermore, 1.8, government regulations require export licenses from the Department of
State for all military-specific products. The sale of our packet processors could be hindered or harmed by the failure of our network
equipment customers to obtain the required technical reviews or by the costs of comphancc See “Sales, Marketing & Techmcal
Support” and “Item 1A, Risk Factors — Our Products Are Subject To Export Restrictions.” ,

Competition f

The networking and storage equipment markets into which we sefl our products are intensely competitive and are subject to
frequent product introductions with improved price-performance characteristics, rapid technological change, unit price erosion and the
continued emergence of new industry standards. The semiconductor industry is also intensely competitive and is characterized by
rapid technological change, product obsolescence and unit price erosion. We expect competition to increase in the future from existing
competitors and from companies that may enter our existing or future markets, including certain customers, with similar or substitute
solutions that may be less costly or provide better performance or features than our products. To be successful in the fiture, we must
continue 1o respond promptly and effectively to changing customer performance, feature and pricing requirements, technological
change and competitors’ innovations, We cannot assure that we will be able to compete successfully against current and future
competitors or that competitive pressures faced by us wilt not materially adversely affect our business, financial condition and results
of operations. Sce “ltem 1A, Risk Factors — Trends, Risks and Uncertainties — Qur Markets Are Highly Competitive.”

Our products compete with products (rom companies such as Safenet, Inc., Broadcom Corporation, Cavium Networks,
Freescale Semiconductor, Inc., Intel Corporation, LSI Logic, Applied Micro Cerllllb Corporation (AMCC), AHA and Indra Networks.
We also compete against soflware solutions that use general-purpose microprocessors to run encryption algorithms and our software
compression libraries. In addition, as noted above, our encryption/compression and public key processors are subject to export control
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restrictions administered by the U8, Department of Commerce, which permit our network equipment customers to export products
incorporating encryption technology only alter receiving a one-time technical review, As a result of these regulations, sales by foreign
competitors facing less stringent controls on their encryption products could hinder or harm the sale of our encryption/compression
and public key processors to network equipment customers in the glebal market, However, we expect significant future competition
from major domestic and international semiconductor suppliers. Several established electronics and semiconductor suppliers have
recently entered or indicated their intent to enter the network equipment market. We may also face competition frem suppliers of
products based on new or emerging technologics. Furthermore, many of our existing and potential customers internally develop
application specific integrated circuits, gencral-purpose microprocessors and other devices that attempt to perform ail or a portion of
the functions performed by our products.

Many of our current and potentiat competitors have longer operating histories, greater name recognition, access 1o larger
customer bases and significantly greater financial, technical, marketing and other resources than us, As a result, they may be able o
adapt more quickly to new or emerging technologies and changes in customer requirements or to devote greater resources to the
promotion and sale of their products than us. Such competitors may have proprietary semiconductor manufacturing ability, preferred
vendor status with many of our customers, extensive marketing power and name recognition, greater financial resources than us and
other significant advantages over us. In addition, current and potential competitors may determine, for strategic reasons, to
consolidate, to lower the price of their products substantially or to bundle their products with other products. Current and potential
competitors have established or may establish financial or strategic relationships among themselves or with existing or potential
customers, resellers or other third parties, Accordingly, it is possible that new competitors or alliances among competitars could
emerge and rapidly acquire significant market share. We cannot assure that we will be able to compete successfully against current
and future competitors. Increased competition may result in price reductions, reduced gross margins and loss of market share, any of
which could materially adversely affect our business, financial condition and results of operations.

We believe that important competitive factors in our markets are price-performance characteristics, rapid technological change,
the continued emergence of new industry standards, length of development cycles, design wins with major network and storage
equipment vendors, support for new network and storage standards, features and functionatity, adaptability of products to specific
applications, reliability, technical service and support and protection of products by effective utilization of intellectual property laws.
Our failure to successfully develop products that compete successfully with those of other suppliers in the market would harm our
business, financial condition and results of operations. In addition, we must compete for the services of qualified distributors and sales
representatives. To the extent that our competitors offer such distributors or sales representatives more favorable terms on a higher
volume of business, such distributors or sales representatives may decline to carry, or discontinue carrying, our products. CGur
business, financial condition and results of operations could be harmed by any failure to maintain and expand our distribution
network. See “ltem 1A, Risk Factors — Our Markets Are Highly Competitive.”

Research and Development

Our success will depend to a substantial degree upon our ability to develop and introduce in a timely fashion new products and
enhancements to our existing products that meet changing customer requirements and emerging industry standards. We have made,
and plan to continue to make, substantial invesiments in research and development. Extensive product development input is obtained
from customers and through our participation in industry organizations and standards setting bodies including the Internet Engineering
Task Farce (“IETF), the Institute of Electrical & Electronics Engineers (*IEEE”), the Storage Networking Industry Association
(“SNIA™), as well as the Optical Internetworking Forum,

As of September 30, 2008, our rescarch and development staff consisted of 95 employees, of which 44 are in the U.S, Qur
research and development expenditures were $13.9 million {including stock-based compensation expenses of $678,000 and
reimbursements under a contractual agreement of $2.2 million) in the fiscal year ended September 30, 2008, $12.9 million (including
stock-based compensation expenses of $864,000 and reimbursements under a contractual agreement of $2,4 million) in the fiscal year
ended September 30, 2007 and $21.0 million {including stock-based compensation expenses of $456,000) in the fiscal year ended
September 30, 2006, representing 35%, 30% and 48% of net revenues for such periods, respectively. Research and development
expenses primarily consist of salaries and related costs of employees engaged in ongoing research, design and development aclivities,
costs of fabricating chip mask scts and subcontracting costs. We perform our research and product development activities at our
facilities in Los Gatos and Poway, California, Framingham, Massachusetts, Morrisville, North Carolina and Hangzhou, People’s
Republic of China.

The acquisition of Siafu in July 2007 further strengthened our strategy of expanding our current markets with technologies that
are complementary to our core competencics. The addition ol the new hardware, software and intellectual property to our product
portfolio ¢nables us to continue to broaden our reach into potentially high-marpin markets. For example, these acquisitions enable us
1o expand our product base to include low-cost secure and capacity optimized storage sub-systems, emerging storage security markets
and the new capacity optimized storage markets,




Our future performance depends on a number of factors, including our ability to idemify emerging technelogical trends in our
target markets, develop and maintain competitive products, enhance our producis by adding innovative features that differentiate our
products from those of our competitors, bring products to market on a timely basis al competitive prices, properly identify target
markets and respond effectively to new technological changes or new product announcements by others. In evaluating new product
decisions, we must anticipate well in advance the future demand for product features and performance characteristics, as well as
available supporting technologies, manufacturing capacity, industry standards and competitive product offerings. We cannot ensure
that our design and introduction schedules for any additions and enhancements to our existing and future products will be able to be
sold at prices that are favorable to us.

We must also continue to make significant investments in research and development in order to continuc enhancing the
performance and functionality of our products to keep pace with competitive products and customer demands for improved |
performance, features and functionality. The technical innovations required for us to remain competitive are inherently complex and
require long development cycles. Such innovations must be completed before developments in networking technologies or standards
render them obsolete and must be sufficiently compel]mg to induce network and storage equipment vendors 1o favor them over
alternative technologies. Moreover, we must generally incur substantial research and development costs before the technical feasibility
and commercial viability of a produci line can be ascertained. ‘

We carmot assure that revenues from future products or product enhancements will be sufficient to recover the development
costs associated with such products or enhancements or that we will be able to secure the financial resources necessary 10 fund uture
development. The faiture to successfully develop new products on a timely basis could have a material adverse effect on our business,
financial condition and results of operations. See “Item 1A, Risk Factors — We Face Risks Associated With Evolving Industry
Standards And Rapid Technological Change.™
Sales, Marketing & Technical Support :

We market our products through a direct sales and marketing organization, headquartered in Los Gatos, California; wilh sales
offices in Poway, California; Massachusetts, Georgia, North Carolina and New Hampshire as well as in China, Japan, Taiwan, the
United Kingdom and the Netherlands. We also market our products through independent contract sales representatives in the United
States, Europe and other arcas. Furthernore, we retain account managers to focus on individual customet relationships. Our cigstnmers
in foreign countries are serviced through international distributors. Sales representatives are selected for their understanding of the
marketplace and their ability 10 provide effective field sales support for our products. Our relationships with some of our sales
representatives have been established within the last two years, and we are unable to predict the extent to which some of these
representatives will be successful in marketing and selling our products. !

Our principal end customers and their respective contribution to net revenues for the respective periods are as follows:

September 30, .

Years Ended 2008 2007 2006 .
Cisco Systems, Inc. and its contract manufacturers.................... 8 % 53 % 50 %
Huawei Technologies, INC. ... e 10 % 12 % 13 %
EMUC COrporation .......o.oocoeieeeeicereeenieeee e es e ssssasssassesseseesens 11 % 6 % 1. %
69 % 71 % 66 %

Our customers are not subject to any hinding obligation to order from us. If sales to our principal customers decline, our
business, financial condition and results of operations could suffer. For example, during fiscal 2008 sales to Quantum Corporation
declined 23 percent as compared to the previous year. Qur most significant customers in the future could be different from our largest
customers today for a number of reasons, including customer deployment schedules and budget considerations. As a result, we may
experience significant fluctuations in our results of operations on a quarterly and an annual basis, See “Item 1A. Risk Factors —
Because We Depend Upon A Small Number Of Customers, [f Our Sales To Any Of These Customers Decline, Our Busmcss
Financial Condition and Results of Operations May Suffer.”

Sales to customers within the United States totaled $17.3 million for 2008. Sales to customers outside the United States totaled
$22.1 million, comprised of $£14.3 million and $3.5 million in sales to Hong Kong and the rest of the Asia Pacific region, respectively,
and $981,000 in sales to North America (outside the U.8.) and $3.3 million in sales to Europe and the Middle Cast combined. .

Hifn has a number of ombound marketing programs designed to inform network, security and storage equipment vendars about
the capabilities and benefits of our products. Our marketing efforts include participation in industry trade shows, speaking at téchnical
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conferences, preparation of competitive analyses, sales training, publication of technical and educational articles in industry journals,
the Hifn websites, our customer extranet site, channel development, electronic newsletters and direct mail distribution of our literature.

Hifn has established a number of strategic partnerships for both the network- and storage-security processors. Hifn's efforts
with these partners range from market- and product-development to participating in joint marketing programs. Hifn will continue to
pariner with companies that offer complementary technologies and market strengths,

Technical support to customers is provided through field applications engineers and, if necessary, applications engineers and
product designers. Local field support is provided in person or by telephone. We belicve that providing customers with comprehensive
product service and support is critical to maintaining a competitive position in the market and is critical to shortening the time required
to design in our products. We work with our customers to moaitor the performance of our product designs and to provide support at
each stage of customer product development.

The semiconductor industry has experienced significant downturns and wide Nuctuations in supply and demand. The industry
has also experienced significant fluctuations in anticipation of changes in general economic conditions, This has caused significant
variances in product demand, production capacity and rapid erosion of average selling prices, Industry-wide fluctuations in the future
could harm our business, financial condition and results of operations,

Manufacturing

We subcontract all manufacturing on a turnkey basis, with our suppliers delivering fully assembled and tested products based
on our proprietary designs. The use of the fabless model allows us to focus substantially all of our resources on determining customer
requirements and on the design, development and support of our products. This model also allows us to have significantly reduced
capital requirements.

We subcontract our semiconductor manufacturing to Toshiba Corporation, IBM and Open Silicon. QOur card and box
manufacturing are subcontracted to Hangjia Electronic Co. These manufacturers were selected based on the breadth of available
technology, quality, manufacturing capacity and support for design tools that we use. None of our products are currently manufactured
by more than one supplicr. However, in the event one of our suppliers notifies us that it intends to cease manufacturing a product, we
expect that we will have an adequate opportunity to order sufficient quantities of the affected products so that shipments to customers
will not be adversely affected while we qualify a new manufacturer,

We use mature and proven technalogy processes for the manufacture of our products, avoiding dependence on the latest process
technology available. This approach reduces our technical risks and avoids the risks related to production capacity constraims
typically associated with leading-edge semiconductor processes, This approach also allows us to focus on providing differentiated
functionality in our products. Our current main products are manufactured using .6, .4, .3, .25, .18 and .13 micron Complementary
Metal Oxide Semiconductor (“CMOS”} processes. Products under development are being designed with the | 13-micron CMOS
process. We believe that transitioning our products to increasingly smaller semiconductor dimensions will be important for us to
remain competitive. We cannot assure that future process migration will be achieved without difficulty,

For the foreseeable future, we intend to continue to rely on our subcontract manufacturers for substantially all of our
manufacturing, assembly and test requirernents. All of our subcontract manufacturers produce products for other companies. We do
not have leng-term manufacturing agreements with any of our subcontract manufacturers. Qur subcontract manufacturers are not
obligated to supply products to us for any specific period, in any specific quantity or at any specific price, except as may be provided
in a particular purchase order that has been accepted by one of our subcontract manufacturers.

We must place orders approximately 12 to 16 weeks in advance of expected delivery. As a result, we have only a limited ability
to react to fluctuations in demand for our products, which could cause us to have an excess or a shoriage of inventory of a particular
product. Failure of worldwide semiconductor manufacturing capacity to rise along with a rise in demand could result in our
subcontract manufacturers allocating available capacity to customers that are larger or have long-term supply contracts in place. Our
inability to obtain adequate foundry capacity at acceptable prices, or any delay or interruption in supply, could reduce our product
revenue or increase our cost of revenue and could harm our business, financial condition and results of operations, See “Ttem 1A, Risk
Factors — We Depend Upon Independent Manufacturers And Limited Sources Of Supply.™

Employees
As of September 30, 2008, Hifn employed a total of 166 full-time employees. Of the total number of employees, 95 were

employed in research and development (51 were in China), 33 in sales and marketing (scven were in China), 10 in operations (one was
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in China) and 28 in finance and administration (11 were in China). Qur employees are not represented by any collective haréaining
agreement, we have never experienced a work stoppage and we believe our employee relations are good. 1

The competition for technical personnel in the industry in which we operate is intense, particularly for engineering personnel
with related sccurity, networking and integrated circuit design expertise, and applications support personnel with networking product
design expertise. We believe our future success is heavily dependent upon our ability to hire and retain qualified personnet. To date,
we believe we have been successful in recruiting qualified personnel however, there is no assurance that we will continue to be
successful in the future. See “ltem 1A. Risk Factors — We Depend Upon Key Personnel.”

Available Information

Financial and other information relating to the Company is available on our Company’s website at http://www hifn.com. The
Company makes available, free of charge, copies of its annual reports on Form 10-K, quarterly reports on Form 10-Q, current reports
on Form 8-K and amendments to those reports filed or furnished pursuant to Section 13(a) or 15(d) of the Exchange Act as soon as
reasonably practicable after filing such material electronically or otherwise furnishing it to the Securities and Exchange Commission
(“SEC™). Additionalty, copies of materials filed by the Company with the SEC may be accessed at the SEC’s Public Reference Room
at 450 Fifih Street, N.W., Washington, D.C. 20549 or at http://www.sec.gov. For information about the SEC’s Public Reference
Room, the public may contact 1-800-SEC-0330. '

Hifn will furnish, without charge, to each person solicited upon the request of such person, a copy of Hifn’s Algnual
Report on Form 10-K for the 2008 fiscal year, including the financial statements and financial statement schedules. '

Copies of such report may be obtained by submitting a request:

. By Intemet - www. proxyyole.com; !

s Bytelephone - 1-800-579-1639; or !

e By e-mail - sendmaterial@proxyvote.com by sending a blank e-mail with the 12 digit control number in the subject line.

E
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ITEM 1A. RISK FACTORS

In future periods. Hifi's business, financial condition and results of operations, cash flows and the market price of our stock
may be affected by many factors, including but not limited to the following:

Losses Or Impairments In The Value Of Our Short-Term Investments May Cause Our Financial Condition And Results To
Suffer.

Our investment portfolio consists of commercial paper, agency discount notes, government agency obligations and corporate
securities. These securities are generally classified as available-for-sale and, consequently, are recorded on our Consoclidated Balance
Sheets at fair value with unrealized gains or losses reported as a separate component of accumulated other comprehensive income. Qur
portfolio includes fixed income securitics in publicly traded companies, the valucs of which are subject to market price volatility to the
extent unhedged. If the market price declines, we may recognize in eamnings the decline in [air value of our investments below the cost
basis if the decline is judged to be other-than-temporary. For information regarding the sensitivity of and risks associated with the
market value of portfolio investments and interest rates, refer to the section titled “Quantitative and Qualitative Disclosures Abowt
Market Risk™ included in this Form 10-K.

Our Business Could Be Harmed As A Result Of Deteriorating General Economic And Market Conditions That Lead To
Reduced Spending On Information Technology Products.

Our business depends on the overail demand for information technology, in particular for network- and storage-security and
data reduction products. Information technology spending has historically declined as general economic and market conditions have
worsened, and if the domestic and global economy continues to undergo a significant downturn and remains depressed for an extended
period of time, or if our customers believe such a downturn will continue for the foreseeable future or become more severe, our
customers would likely reduce, and could reduce significantly, their information technology budgets. We may be particularly
susceptible to reductions in information technology spending because the purchase of our products is often discretionary and may
involve a significant commitment of capital and other resources. Delays in or a reduction in information technology spending,
domestically or internationally, would harm our business, results of operations and financial condition in a number of ways, including
by leading 1o longer sales cycles, lower prices for our products and reduced unit sales.

The Company May Have Difficulty Establishing Adequate Management, Legal, And Financial Controls In The People’s
Republic of China.

The People's Republic of China (“PRC”) historically has been deficient in Western style management and financial reporting
concepts and practices, as well as in modern banking, computer and other control systems. In addition, the Company may have
difficulty in hiring and retaining a sufficient number of qualified employees to work in the PRC. As a result of these factors, the
Company may experience difficulty in establishing management, legal and financial controls, collecting financial data, books of
account and records and instituting business practices that meet Western standards.

If We Are Unable To Protect Our Proprietary Technology, Our Ability To Succeed Will Be Harmed.

Our ability to compete successfully and achieve future growth will depend, in part, on our ability to protect our proprietary
technology. We rely on a combination of patent, copyright, trademark, and trade secret laws and restrictions on disclosure 1o protect
our intellectual property rights. However, the steps we have taken may not prevent the misappropriation of our intellectual property,
particularly in foreign countries, such as the PRC, where the taws may not protect our proprietary rights as fully as in the United
States. If we are unable to protect our proprietary technology, our ability to succeed will be harmed. Moreover, we may in the future
initiate claims or litigation against third parties for infringement of our proprietary rights. These claims could result in costiy litigation
and the diversion of the attention of our technical and management personnet.

Our Contractual Arrangement With Hangzhou Ansai Information Technology May Not Be As Effective As Direct Ownership.

Because a wholly foreign-owned enterprise is precluded by regulation or otherwise from conducting activities in certain
industry sectors and participating in certain research projects in the PRC, Hif opted to create a contractually controlled company
called Hangzhou Ansai Information Technology Co., Ltd. (“Ansai”) to expand our business in the PRC. Hifn International, one of the
subsidiarics of Hifn, controls Ansai by contractual arrangement only and does not have any eguity ownership in the company, These
contractual arrangements may not provide control over Ansai similar to that of direct ownership, making it more difficult for Hifn 1o
ensure effective oversight of operations in the PRC.,




If We Are Unable To Attract Or Retain Highly Skilled Personnel At Hifn (Hangzhou) Information Technologies Co., Ltd.,
Financial Condition And Results Of Operations Could Suffer.

\

Hifn (Hangzhou) Information Technologics Co., Ltd., previously known as Saian (Hangzhou) Microsystems, Co., Ltd., isa
wholly-owned subsidiary of Hif [nternational located in the People’s Republic of China and might find it challenging to retain and
attract experienced and highly skilled engincering, sales and marketing and managerial personnel as a non-PRC entity, Competition
for such personne! has, in the past, been intense in the geographic arca, and we may not be successful in hiring and retaining such
people. If we lose the services of any key personnel, or cannot attract or retain qualified personnel, particularly engineers, our
business, financial condition and results of operations could suffer. :

|
Our Business Depends Upon The Development Of The Packet Processor Market. i

Qur prospects are dependent upon the acceptance of packet processors as an alternative to other technology traditionally
utilized by network and storage equipment vendors. Many of our current and potential customers have substantial technological
capabilitics and financial resources and currently develop intermally the application specific integrated circuit components and
program the gencral purpose microprocessors utilized in their products as an alternative to our packet processors. These customers
may in the future continue to rely on these solutions or may determine to develop or acquire components, technologies or packet
processors that are similar to, or that may be substituted for, our products. In order to be successful, we must anticipate market trends
and the price, performance and functionality requirements of such network and storage equipment vendors and must successfully
develop and manufacture products that meet their requirements. In addition, we must make products available to these large customers
on a timely basis and at competitive prices. If orders from customers are cancelled, decreased or delayed, or if we fail to obtain
significant orders from new customers, or if any significant customer delays or fails to pay, our business, financial condition and
results of operations could suffer. \

Our Business Depends Upon The Continued Growth Of The Network Equipment And Storage Equipment Markets 1:»\nd Our
Penetration Of The Virtual Private Network, Storage Networking, Network Processor And Virtual Tape Library And
Nearline Storage Markets, i

Our success is largely dependent upon continued growth in the market for network security and compression equipment, such
as routers, remote access concentrators, switches, broadband access equipment, security gateways, firewalls and network interface
cards. Our success also depends upon storage equipment vendors incorporating our compression security products into their systems.
The virtual tape library and nearline products from storage system vendors incorporate our compression products and our goal is to
become a leading supplier for compression in those markets. We also want to be a leading supplier of packet processors that
implement the network security protocols necessary to support the deployment of virtual private networks. Additionally, wé have
entered into the network processor market and developed products that we anticipate fulfill the need for security in the storage
networking market,

These markets, which are either emerging or evolving, may not grow or be material. Alternatively, if they do emerge.or
continue o grow, our products may not successfully serve these markets. Qur ability to generate significant revenue in the network
and storage equipment, virtual private network, network processor, storage networking, virtual tape library and nearline mafkets will
depend upon, among other things, the following: ,

» Capital spending levels;

+ Additions to, changes in or lack of industry standards; .

'

e Our ability to demonstrate the benefits of our technology to distributors, original equipment manufacturers and end users;

 The increased usc of the Internet by businesses as replacements for, or enhancements to, their private networks; |
« The adoption of security as a necessary feature in storage nctworking, 1

» The adoption of compression as a neccssary feature in virtual tape library products; and
« The adoption of compression as a necessary feature in nearline storage products.

We are unable to determine the rate or extent 1o which the network equipment and storage markets will grow, if at all.
Additionally, if we are unable to penctrate the virtual private network, network processor, storage networking, virtual tape library or
nearline markets, or if these markets fail to develop, our business, financial condition and results of operations could suffer: Any

|
i2 !
|




decrease in the growth of the network or storage equipment market, a decline in demand for our products or our inability to penetrate
new markets coultd harm our business, financial condition and results of operations.

Because We Depend Upon A Small Number Of Customers, If Qur Sales To Any Of These Customers Decline, Qur Business,
Financial Condition And Results Of Operations May Suffer,

The Company’s major customers are generally original equipment manufacturers with manufacturing subcontractors who
purchase products directly from us. For more information on major customers, sec “Note 11, Segment and geographic information —
Major Customers”. These principal customers are not under any binding obligation to order from us, If our sales to them decline, our
business, financial condition and resuits of operations could suffer. [t is possible that our most significant customers in the future could
be different from our largest customers today for a number of reasons, including customers” deployment schedules and budget
considerations. As a result, we believe we may experience significant fluctuations in our results of operations on a quarterly and
annual basis.

Limited numbers of network and storage equipment vendors account for a majority of packet processor purchases in their
respective markets. In particular, the market for network equipment that would include packet processors, such as routers, remole
access cencentrators and firewalls, is dominated by a few large vendors, including Cisco, Huawei Technologies, Inc., Nortel
Networks, Inc. and Alcatel-Lucent. As a result, our future success will depend upon our ability to establish and maintain relationships
with these companics. If these network equipment vendors do not incorporate our packet processors into their products, our business,
financial condition and results of operations could suffer,

QOur Operating Results May Fluctuate Significantly.

Our operating results have fluctuated significantly in the past and we expect that they will continue to fluctuate in the future.
This fluctuation is a tesult of a variety of factors, some of which may contribute 10 more pronounced fluctuations in an uncertait
glohal economic environment, including the following:

+ General business conditions in our markets as well as pglobal economic uncertainty;

 Increascs or reductions in demand for our customers” products;

e The timing and volume of orders we receive from our customers;

s Cancellations or delays of customer product orders;

* Acquisitions or mergets involving us, our competilors or customers;

» Any new product introductions by us or our competitors;

Our suppliers increasing costs or changing the delivery of products to us;

Increased competition or reductions in the prices that we are able to charge;
» The variety of the products that we sell as well as seasonal demand for our products; and
¢ The availability of manufacturing capacity necessary to make our products.

The Length Of Time It Takes To Develop Qur Products And Make A Sale To Our Customers May Impair Qur Operating
Results.

Our customers typicatly take a long time to evaluate our products. It usually takes our customers 3 to 6 months or more o test
our products with an additional 9 to 18 months or more hefore they commence sighificant production of equipment incorporating our
products. As a rcsult of this lengthy sales cycle, we may experience a delay between increasing expenses for research and
development and sales and marketing efforts on the one hand, and the generation of related revenues, if any, on the other hand, Int
addition, the delays inherent in such a lengthy sales cycle raise additional risks of customer decisions to cancel or change product
plans, which could result in the loss of anticipated sales. Our husiness, financial condition and results of operations could suffer if
customers reduce or delay orders or choose not to release products using our technology.

13




We Depend Upon Independent Manufacturers And Limited Sources Of Supply.

We rely on subcontractors to manufacture, assemble and test our packet processors, We currently subcontract our i
semiconductor manufacturing to Toshiba Corporation, [BM and Open Silicon. Because we depend upon independent manufacturers,
we do not directty control product delivery schedules or product quality. Nene of our products are manufactured by more than one
supplier. Because the semiconductor industry is highly cyclical, foundry capacity has been very limited at times in the past and may
become limited in the future. '

|

We depend on our suppliers 1o deliver sufficient quantities of finished products to us in a timely manner. Because we f)lace
orders on a purchase order basis and do not have long-term volume purchase agreements with any of our suppliers, our suppliers may
allocate production capacity to their other customers® products while reducing deliveries 10 us on short notice. In the past, one of our
suppliers delayed the delivery of one of our products. As a result, we switched production of the product to a new manufacturer which
caused a 3-month delay in shipments to our customers. We have also experienced yield and test anomalies on a different producl
manufactured by another subcontractor that could have interrupted our customer shipments. In this case, the manufacturer was able to
correct the problem in a timely manner and customer shipments were not affected. The delay and expense associated with qudhfymg a
new supplier or foundry and commencing volume production can result in lost revenue, reduced operating margins and possﬂ)le harm
to customer relationships. The steps required for a new manufacturer to begin production of a semiconductor product mc]ude:

I

o Adapting our product design, if necessary, to the new manufacturer’s process,
» Creating a new mask set to manufacture the product;

|
|
i
 Having the new manufacturer prepare sample products so we can verify the product specification; and |

» Providing sample products to customers for qualification. }

In general, it takes from 3 to 6 months for a new manufacturer to begin full-scale production of one of our products. We could

have similar or more protracted problems in the future with existing or new suppliers. |
I

Toshiba Corporation manufactures products for us in plants located in Asia, To date, the financial and stock market dislocations
that have occurred in the Asian financial markets in the past have not harmed our business. However, present or future dislocations or
other international business risks, such as currency exchange fluctuations or recessions, could force us to seek new suppliers.! We must
place orders approximately 12 to 16 weeks in advance of expected delivery. This limits our ability to react to fluctuations in demand
for our products, and could cause us to have an excess or a shortage of inventory of a particular product. In addition, if global
semiconductor manufacturing capacity fails to increase in line with demand, foundries could allocate available capacity to larger
customers or customers with long-term supply contracts. If we cannot obtain adequate foundry capacity at acceptable prices, or our
supply is interrupted or delayed, our product revenues could decrease and our cost of revenues could increase. This could harm our
business, financial condition and results of operations.

We regularly consider using smaller semiconductor dimensions for each of our products in order to reduce costs. We have
begun o decrease the dimensions in our new product designs, and believe that we inust do so to remain competitive. We may have
difficulty decreasing the dimensions of our products. In the future, we may change our supply arrangements to assume more product
manufacturing responsibilities. We may subcontract for wafer manufacturing, assembly and test rather than purchase finished
products. However, there are additional risks associated with manufacturing, including variances in production yields, the abllny to
obtain adequate test and assembly capacity at reasonable cost and other general risks associated with the manufacture of !
semiconductors. We may also enter into volume purchase agreements that would require us to commit to minimum levels of purchases
and which may require up-front investments. If we fail to effectively assume greater manufacturing responsibilities or manage volume
purchase arrangements, our business, financial condition and results of operations will suffer. !

|
We Face Risks Associated With Acquisitions, |
[

We have acquired business and technologies in the past, continually evaluate strategic acquisitions of businesses and !
technologies that would complement our product offerings or enhance our market coverage or technological capabilities and may
make additional acquisitions in the future. Future acquisitions could be effected without shareholder approval, and could cause us to
dilute shareholder equity, incur debt and contingent liabilities and amortize acquisition expenses related to intangible assets, any of
which could harm our operating results and/or the price of our Common $tock. Acquisitions entail numerous risks, including:

|
» Difficulties in assimilating acquired operations, technologies and products; \
|
i
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¢ Diversion of management’s attention from other business concerns;
¢ Risks of entering markets in which we have little or no prior experience; and
» Loss of key employees of acquired organizations,

We may not be able to successfully integrate businesses, products, technologies or personnel that we acquire. If we fail to do so,
our business, financial condition and results of operations could suffer,

We Face Order And Shipment Uncertainties, Which Make It Difficult To Forecast Future Revenues Accurately And May
Cause Us To Hold Too Much Inventory.

We generally make our sales under individual purchase orders that may be cancelled or deferred by customers on short notice
without significant penalty, if any. Cancellation or deferral of product orders could cause us to hold excess inventory, which, by
increasing our costs without a commensurate increase in revenue, could harm our profit margins and restrict our ability to fund our
operations. Such variability in customer demand coupled with customers’ ability to cancel orders on short notice, also makes it more
difficult to forecast future revenue. We recegnize revenue upon shipment of products to our customers. Revenue from products sold to
distributors is deferred until the distributor sells the products 1o a third party. An unanticipated level of returns could harm our
business, financial condition and results of operations.

We Face Risks Associated With Evolving Industry Standards And Rapid Technological Change.

The markets in which we compete are characterized by rapidly changing technology, frequent product introductions and
evolving industry standards. Our performance depends on a number of factors, including our ability to do the following:

¢ Properly identify emerging target markets and related technological trends;

¢ Develop and maintain competitive products;

» Develop end-to-end, ubiquitous systems solutions;

¢ Develop, or partner with providers of, security services processors;

¢ Develop both hardware and software security services solutions;

¢ Enhance our products by adding innovative features that differentiate our products from those of competitors;
» Bring products to market on a timely basis at competitive prices; and

¢ Respond effectively to new technological changes or new product announcements by others,

Our past success has been dependent in part upon our ability to develop products that have been selected for design into new
products of leading equipment manufacturers. However, the development of our packet processors is complex and, from time to time,
we have experienced delays in completing the development and introduction of new products. We may not be able to adhere 10 our
new product design and introduction schedules and our products may not be accepted in the market at favorable prices, if at all.

In evaluating new product decisions, we must anticipate future demand for product features and performance characteristics, as
well as available supporting technologies, manufacturing capacity, competitive product offerings and industry standards. We must also
continue to make significant investrnents in research and development in order to continue 1o enhance the performance and
functionality of our products to keep pace with competitive products and customer demands for improved performance, features and
functionality. The technical innovations required for us to remain competitive are complicated and require a significant amount of
time and money. For instance, the performance of our encryption/compression and public key processors depends upon the integrity of
our security technology. If any significant advances in overcoming cryptographic systems are made, then the security of our
encryption/compression and public key processors will be reduced or eliminated unless we are able to develop further technical
innovations that adequately enhance the security of these products. Our inability to develop and introduce new products or
enhancements directed at new industry standards could harm our business, financial condition and results of operations.

15




Qur Markets Are Highly Competitive, '
I

We compete in markets that are intensely competitive and are expected to become increasingly competitive as current'
competitors expand their product offerings and new competitors enter the market. The markets that we compete in are subject to
frequent product introductions with improved price-performance characteristics, rapid technological change, and the continued
emergence of new industry standards. Qur products compete with offerings from companics such as Safenet, Inc., Broadcom
Corporation, Cavium Networks, Freescale Semiconductor, Inc., Intel Corporation, Agere Systems, Applied Micro Circuits
Corporation {AMCC), AHA and Indra Networks. We expect SIgmf' cant future competition from major domestic and international
semiconductor suppliers. Several established electronics and semiconductor suppliers have recently entered, or expressed an interest to
enter, the network equipment market, We also may face competition from suppliers of products based on new ot emerging
technologies. Furthermore, many of our existing and potential customers internally develop solutions which attempt to perform all or a
portion of the functions performed by our products. |

A key element of our packel processor architecture is our encryption technology. Until recently, in order to export our
encryption-related products, the U.S. Department of Commerce required us to obtain a license, Foreign competitors that were not
subject to similar requirements have an advanage over us in their ability to establish existing markets for their products and rapidly
respond 10 the requests of customers in the global market. Although the export restriction has been liberalized, we may not be
successful in entering or competing in the foreign encryption markets. See “Our Products Are Subject To Export Restrictions.”

Many of our current and prospective competitors offer broader product lines and have significantly greater financial, technical,
manufacturing and marketing resources than us, As a result, they may be able to adapt more quickly to new or emerging technologies
and changes in customer requirements or to devote greater resources to promote the sale of their products. In particular, companies
such as Intel Corporation, Lucent Technologies Inc., Freescale, Inc. and Texas Instruments Incorporated bave a significant advantage
over us piven their relationships with many of our customers, their extensive marketing power and name recognition and their much
greater financial resources. In addition, current and potential competitors may decide to consolidate, lower the prices of theirjproducts
or bundle their products with other products. Any of the above would significantly and negatively impact our ability to compete and
obtain or maintain market share. If we are unable to successfully compete against our competitors, our business, results of opcrallons
and financial condition will suffer.

We believe that the important competitive factors in our markets arc the following:

¢ Performance;

* Price;

o The time that is required to develop a new product or enhancements to existing products,

» The ability to achicve product acceptance with major network and storage equipment vendors; ;

¢ The support that exists for new network and storage standards;

» Features and functionality;
¢ Adaptability of products to specific applications;

» Reliability; and
|

¢ Technical service and support as well as effective intellectual property protection. l

If we are unable to successfully develop and market products that compete with those of other suppliers, our business, !ﬁnancial
condition and results of operations could be harmed. In addition, we must compete for the services of gualified distributors and sales
representatives. To the extent that our competitors offer distributors or sales representatives more favorable terms, these distributors
and sales representatives may decline to carry, or discontinue carrying, our products. Qur business, financial condition and resuhs of
operations could be harmed by any failure to maintain and expand our distribution network.

Qur Success Depends On Proprietary Technologies. !

Our proprietaty technology is an important component of our future success. We rely in part on patent, trade, tmdcmarjc, mask
work and copyright law to protect our intellectual property. We own 27 United States patents and 45 foreign patents. Our issued
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patents and patent applications primarily cover various aspects of our data compression, flow classification, bandwidth management,
cryptographic packet processing, rate shaping, pattern matching and stored data transformation and migration technologies and have
expiration dates ranging from 2008 to 2027. Of our total patents, six are pending patent applications in the United States and a total of
29 in Europe, Asia and Australia covering flow classification, cryptographic packet processing, patiern matching and stored data
transformation and migration. Of our issued United States patents, nine expired due to lack of maintenance fee payments from our
legal connsel. Other patents for the same intellectual property remain valid outside of the United States into 2012. All customet
contracts and licenses remain in force as a result. We have filed an appeal of the decision by the United States Patent and Trademark
Office in the U.S, Federal District Court,

Patents may not he issued under our current or future patent applications, and the patents issued under such patent applications
could be invalidated, circumvented or challenged. In addition, third parties could make infringement claims against us in the future.
Such infringement claims could result in costly litigation. We may not prevail in any such litigation or be able to license any valid and
infringed patents from third parties on commercially reasonable terms, if at all. Regardless of the outcome, an infringement ¢laim
would likely result in substantial cost and diversion of our resources. Any infringemen claim or other litigation against us or by us
could harm our business, financial condition and results of operations. The patents issued to us may not be adequate to protect our
proprietary rights, to deter misappropriation or to prevent an unauthorized third party from copying our technology, designing around
the patents we own or otherwise obtaining and using our products, designs or other information. In addition, others could develop
techniologics that are similar or superior to our technology.

We also claim copyright protection for certain proprictary software and documentation. We attempt to protect our trade secrets
and other proprictary information through agreements with our customers, employees and consultants, and through other security
measures. However, our efforts may not be successful. Furthermore, the laws of certain countries in which our products are or may he
manufactured or sold may not protect our products and intellectual property,

Declines In Network And Storage Equipment Prices Could Harm Qur Operating Results,

Average selling prices in the networking, storage and semiconductor industries have rapidly declined due to many factors,
including:

* Rapidly changing technologies;
¢ Price-perfonmance enhancements; and
¢ Product obsolescence.

‘The decline in the average selling prices of our products may cause substantial fluctuations in our operating results. We
anticipate that the average selling prices of our products will decrease in the future due to product introductions by our competitors,
price pressures from significant customers and other factors. Therefore, we must continue to develop and introduce new products that
incorperate features which we can sell at higher prices. 1f we fail to do so, our revenues and gross margins could decline, which would
harm our business, financial condition and results of operations.

We Face Product Return, Product Liability And Product Defect Risks.

Complex products such as ours frequently contain errors, defects and bugs when first introduced or as new versions are
released. We have discovered such errors, defects and bugs in the past. Delivery of products with production defects or reliability,
guality or compatibility problems could hinder market acceptance of our products. This could damage our reputation and harm our
ability to attract and retain customers. Errors, defects or bugs could also cause mterruptions, delays or a cessation of sales to our
customers. We would have to expend significant capital and resources to remedy these problems. Errors, defects or bugs could be
discovered in our new products afler we begin commercial production of them, despite testing by us and our suppliers and customers,
This could result in additional development costs, loss of|, or delays in, market acceptance, diversion of technical and other resources
from our other development efforts, claims by our customers or others against us or the loss of credibility with our current and
prospective customers. Any such cvent would harm our business, financial condition and results of operations.

We Depend Upon Key Personnel.

Our success greatly depends on the continued contributions of our key management and other personnel, many of whom would
be difficult to replace. We do not have employment contracts with any of our key personnel, nor do we maintain any key man life
insurance on any of our personnel. We have recently entered into severance and change of control agreements with our executive and
other officers; however, there can be no assurance that such personnel will necessarily remain with the Company. Tt may be difficult
for us to integrate new members of our management team. We must also attract and retain experienced and highly skilled engineering,
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sales and marketing and managerial personnel. Competition for such personnel has, in the past, been intense in the geographic areas
and market segments in which we compete, and we may not be successful in hiring and retaining such people. If we lose the services
of any key personnel, or cannot attract or retain qualified personnel, particularly engineers, our business, financial condition and
results of opetations could suffer. In addition, companies in technology industries whose employees accept positions with competitors
have in the past claimed that their competitors have engaged in unfair competition or hiring practices. We could receive such claims in
the future as we seek to hire qualified personnel. These claims could result in material litigation. We could incur substantial costs in
defending against any such claims, regardless of their merits, |

|
The Cyclical Nature Of The Semiconductor Industry May Harm Qur Business. 1

The semiconductor industry has experienced significant downturns and wide fluctuations in supply and demand. The ‘industry
has also experienced significant fluctuations in anticipation of changes in general economic conditions. This has caused significant
variances in product demand, production capacity and rapid erosion of average selling prices. Industry-wide fluctuations in the future
could harm our business, financial condition and results of operations. E

We Face Risks Associated With Qur International Business Activities, ‘

A significant portion of our products are sold to customers outside the United States. If our international sales increase,
particularly in light of decreased export restrictions, we may encounter increased risks inherent in international operations, All of our
international sales to date are denominated in U.S. dollars. As a result, if the value of the U.S. dollar increases relative to foreign
currencies, our products could become less competitive in international markets. We also obtain some of our manufacturing, assembly
and test services from suppliers located outside the United States. International business activities could be limited or disrup;tcd by any
of the following: :

» The imposition of governmental controis;

}

|
|
|
1
e Export license/technical review requirements;
|

» Restrictions on the export of technology;

e Currency exchange fluctuations;

« Political instability;

¢ Financial and stock market dislocations;

¢ Military and related activities;

¢ Trade restrictions; and

« Changes in tariffs.

Demand for our products also could be harmed by seasonality of international sales and economic conditions in our primary
overseas markets. These international factors could harm future sales of our products to international customers and could harm our

business, financial condition and results of operations in general, T

|
The Company has established a development facility in China. The facility faces some of the same risks with respect (o
international business activities as referenced above, including, without limitation, the imposition of governmental controls, currency
exchange {luctuations and political instability.

Depending on future operational needs and profitability, Ansai may require additional loans in the future.

|
|
|
As of September 30, 2008, the aggregate amount of loans to the shareholders of Ansai was RMB 2.0 million (USD $293,000).
:
|
Our Products Are Subject To Export Restrictions. {

|
The encryption algorithms embedded in our products are a key element of our packet processor architecture. These products are
subject to U.S. Department of Cominerce export control restrictions. Our network equipment customers may only export products
incorporating encryption technology if they obtain a one-time technical review. These U.S. export laws also prohibit the export of
encryption products to a number of countries deemed by the 1.8. to be hostile. Many foreign couniries also testrict exports to many of
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these countries deemed to be “terrorist-supporting” states by the U.S. government. Because the restrictions on exports of encryption
products have been liberalized, we, along with our network cquipment customers, have an opportunity to effectively compete with our
foreign competitors. The existence of these restrictions until recently may have enabled foreign competitors facing less stringent
controls on their products 1o become more established and, therefore, more competitive in the plobal market than our network
equipment customets. [n addition, the list of products and countries for which export approval is required, and the regulatory policies
with respect thereto, could be revised, and laws limiting the domestic use of encryption could be enacted. While the U.S. government
now allows U.S. companies to assume that exports to non-government end-users will be approved within 30 days of official
registration with the Department of Commerce, the sale of our packet processors could be harmed by the failure of our network
equipment customers to obtain the required approvals or by the costs of compliance,

Our Stock Price May Be Volatile.

The market price of our Common Stock has fluctuated in the past and is likely to fluctuate in the future. In addition, the
securities markets have experienced significant price and volume fuciuations and the market prices of the securities ol technology-
related companies including networking, storage and semiconductor companies have been especially volatile. Such fluctuations can
result from:

» Quarterly variations in operating results;

» Announcements of new products by us or our competitors;

The gain or loss of significant customers;

Changes in analysts’ estimates;

Short-selling of our Common Stock: and
o Events affecting other companies that investors deems to be comparable to us.

If We Determine That Our Long-Lived Assets Have Been Impaired, Our Financial Condition and Results of Operations May
Suffer.

We perform impairment analyses of goodwill and long-lived and intangible assels on an annual basis. Pursuant to SFAS 142,
“Goodwill and Other Intangible Assets,” we will continue to perform an annual impairment test and if, as a result of this analysis, we
determine that there has been an impairment of our goodwill or other long-lived and intangible assets, asset impairment charges will
be recognized. Approximately $1.4 million of goodwill remains as of September 30, 2008. If we determine that our long-lived assets
have been impaired or that our goodwill has been further impaired, our financial condition and results of operations may suffer.
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ITEM 1B. UNRESOLVED STAFF COMMENTS
Not applicable.

ITEM 2. PROPERTIES

Hifin's corporate and technical headquarters are located in Los Gatos, California. We also lease other facilities across the United
States and China. Additionally, we have field offices in Japan, Taiwan, the United Kingdom and the Netherlands.

Domestic Locations

Owned Expiration Square

Location or Leased Date Footage
Los Gatos, California Leased September 2009 19,900
Carlsbad, Califomia Leased August 2009 17,300
June 2010 r

Poway, California Leased August 2009 3,200
Framingham, Massachusetts Leased November 2011 4,206
Morrisville, North Carolina [.eased April 2009 1 I,BDQ
55,900

Hifn is curremtly sub-leasing 10,556 square feet of its 17,300 square feet of available office space at the Carlsbad location. The
sub-lease covers the remaining term of the lease agreement, which expires in June 2010. '

International Locations

Owned Expiration Square
Location or Leased Date Footage
Hangzhou, People’s Republic of China Leased March 2009 14,200
Beijing, People’s Republic of China Leased April 2010 1,706
Japan Leased August 2009 100
Taiwan Leased May 2009 100

16=100

Our exccutive office and principle operations, sales and marketing and research and development operations are located in
approximately 20,000 square feet of leased space in Los Gatos, California. We also leasc approximately 36,000 square feet, prlmanly
for research and development, in the following locations: Carlsbad, California; Poway, California; Framingham, Massachusens
Morrisvitle, North Carolina and Hangzhou, China. Approximately 25 percent of the space in Hangzhou, China is allocated to

operations, salcs and markcting and administrative operations. '
'

ITEM 3. LEGAL PROCEEDINGS

Not applicable, ,
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EXECUTIVE OFFICERS

The following table scts forth certain infornation concerning our executive officers:

Years

With the
Name Age Position With the Company Company
Alben E. Sisto 59  Chairman and Chief Executive Officer 1
Wiltiam R. Walker 67 Vice President of Finance, Chief Financial Officer and Secretary 10
Russell S. Dietz 43 Vice President and Chief Technical Officer 8
Thomas Flageollet 52 Vice President Field Operations, Americas and EMEA <1
Michael D Goldgofl 43 Vice President of Product Marketing 1
John E. G. Matze 50 Vice President of Business Development 1
Dr. Jiebing Wang, Ph. D 40 Vice President of Engineering 4
Douglas L. Whiting, Ph.D 52 Chief Scientist and Director 12
Steven Yang 42 Vice President, Asia Pacific Field Operations <1

Albert E. Sisto, has served as Chief Executive Officer since February 2007, as Chairman of the Board since November 2006
and as a member of our board of directors since 1998. Mr, Sisto served as interim CEO from November 2006 to February 2007, Mr.
Sisto brings over 35 years of experience in the high-tech industry. From 1999 1o May 2006 he served as President and CEO of
Phoenix Technologies, a provider of Internet platform-enabling software, Mr. Sisto came to Phoenix from RSA Data Security, Inc.,
where he served as Chief Operating Officer, from 1997 to 2000. Prior to RSA, he served as President, Chairman and Chief Executive
Officer of DocuMagix, Inc., a computer software company specializing in Internet content management, which merged with JetFax 1o
become eFAX.com. Mr. Sisto has also held executive positions at PixelCraft, Inc, MIPS Technologies, intet and Honeywell. Mr. Sisto
earned a Bachelor of Science in Engineering from the Stevens Institute of Technology.

William R. Walker has served as Vice President, Chief Financial Officer and Secretary of Hifh since 1997. He was Hifn’s
Acting Chief Executive Officer and Acting President from July 1998 through October 1998, From 1996 to 1997, Mr. Walker was Vice
President, Chief Financial Officer and Secretary at MMC Netwaorks, Inc., a networking company. From 1984 to 1996, Mr, Walker
held the position of Senior Vice President and Chicf Financial Officer at Zilog, Inc., a semiconductor supplier. Mr. Walker has a B.S.
in Economics from the University of Wisconsin and an M.B.A. from the University of Maryland, and is a certified public accountant.

Russell S. Dietz has served as Vice President and Chief Technology Officer of Hifn since 2000. Mr. Dietz is the primary
architect of the McterFlow and MeterWorks technologies. Prior to joining Hifn, Mr. Dietz was Chief Technical Officer of Apptitude,
Inc., a sofiware developing company, Mr, Dietz was a founding partner of Technically Elite Concepts, which merged into Technically
Elite, Inc. in 1995. From 1984 through 1988, Mr. Dietz held various technical positions at Magnavox Electronic Systems and Digital
Equipment Corporation. Mr. Dietz is an active member of the Internct and Lngincering Task Force, the IEEE802 subcommittees and
the Optical Internetworking Forum. Mr. Dietz serves as Chairperson and as a member of the Board of Directors of the Network
Processing Forum, and was the founding chair of its Hardware Working Group Chair, Mr, Dietz has been awarded five patents to date,
all in the field of data communications tralfic analysis and behavior,

Thomas Flageollet has served as Vice President Field Operations, Americas and EMEA since July 2008. Mr. Flageollet joined
Hifnn with over 25 years of expericnce in the technology industry. Previously, Mr, Flageollet served as Vice President of Worldwide
Sales at Log Savvy from March 2008 to July 2008, Vice President of Worldwide Sales at AMCC from 2004 to June 2006 and Vice
President Worldwide Sales at Adaptec, Inc. [rom 2002 10 2004. Before Adaptec, he held various sales and matketing managerial
positions at Hitachi, Toshiba, and IMP. Mr. Flageollet carned both a BS in Economics and an MBA from Santa Clara University.

Michael D. Goldgofhas served as Vice President of Product Marketing of Hifnh since March 2007, Mr. Goldgof has over 17
years in the high-tech industry. Prior to joining Hifn, Mr. Goldgof Senior Vice President of Marketing with Phoenix Technologies
from September 2003 to October 2(05. While at Pheenix, he launched several new product lines that repositioned the company into a
global leader in endpoint security. From 2002 to 2003, Mr. Goldgof served as VeriSign's Director of International Marketing for the
security services business. At VeriSign, he led a team that created and executed a global expansion strategy for managed PKI services.
Before joining Verisign, Mr. Goldgof spent over 10 years at Lucent Technologies in various senior leadership positions in sales and
marketing, Mr. Goldgof holds a BS and MS in Electrical Engineering from Cornell University and an MBA in Marketing from
Columbia University.
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[
John £.G. Matze has served as Vice President of Business Development of Hifn since July 2007. Mr. Matze was the founder

and CEO of Siafis Sofiware since 1993, where his mission was to develop storage appliances that offer enterprise-level functionality
and encryption for small to medium sized companies. Mr. Matze, one of CRN Magazine's 2003 Top 235 Innovators, is also ofie of the
original authors of the iSCSI protocol. He has over 15 years of storage sofiware experience including: vice president & Chiel’
Technical Officer, Overland Storage; director of software, Veritas Software; and principal architect, Stac, Inc. Mr. Matze has also
been the creator of many successful products including: Overland Storage REO products, Okapi ipXcelerator, STAC Replica for
NetWare and APC PowerChute UPS Monitoring Software. Mr. Matze carned his AA Degree from the College of DuPage, Glen Ellyn,
llinois and a BA in Computer Science from San Diego State. .

Jiebing Wang has served as Vice President of Worldwide Engineering of Hifin since March 2007 and Chief Executive Officer
of Saian (Hangzhou) Microsystems since April 2004. Prior to joining Hifn, Dr. Wang was a founder and Chief Technical Oflicer of
Hangzhou C-Sky Microsystems, an electronics company, where he led the development of a high performance 32-bit embedded CPU
from 2002 to April 2004. Dr. Wang also held technical positions with Nishan Systems, Philips and Toshiba. Dr. Wang has extensive
technical experience in the arcas of networking, security and embedded systems. Dr. Wang eamed his Ph.D. in physics from the
University of Nevada, and a master’s degree in electrical engineering from Stanford University,

Douglas L. Whiting, Ph.D., has served as Hifn's Chief Scientist since September 2000 and previously served as Chicﬂ
Technology Officer through 2000, Dr, Whiting has been a director of Hifn since 1996 and served as Chairman of the Board of
Dircctors from 2000 to 2001. He served as Vice President of Technology of Stac, Inc., an engineering company from which Ilhe
Company was spun out, from 1985 to 1998; he served as its President from 1984 to 1986, and as a member of its board of directors
from 1983 until its dissotution in 2002. Dr. Whiting received his Ph.D. in Computer Science from the California Institute of
Technology.

1

Steven Yang has served as Vice President, Asia Pacific Field Operations since December 2007 Mr. Yang brings to Hifn 17
years of executive sales, marketing and management experience, i'rom 2004 to November 2007 Mr. Yang was Vice President of Asia
Pacific with Phoenix Technologies where his executive leadership was responsible for significant financial growth and market
expansion. Prior 1o joining Phoenix Technologics, Mr. Yang led strategic and OEM sales for Brocade Communications from 2001 to
August 2004. Additionally, he has inanaged the North Asian territory for Network Associates and OI:M and Channel sales for
Microsofi, Mr. Yang has a BS degree in Electrical Engineering with a minor in Mathematics from Villanova University and is fluent
in five languages. ‘

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

Not applicable.
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PARTII

ITEM 5. MARKET FOR REGISTRANT'S COMMON EQUITY, RELATED STOCKHOLDER MATTERS AND ISSUER
PURCHASES OF EQUITY SECURITIES

Market Information

Hifn's common stock is traded on the NASDAQ Global Market under the symbol “HIFN.” The following tabie lists the high
and low sales prices for each period indicated:

High Low

Fiscal Year Ended September 30, 2008:

FOUPTN QUAMET ... vooiieice oo et et as et ses s s s eb b eeeseaoet b ere e res e $ 457 § 3.08

TR QUAGET oottt bt s st s st b bbb er s stas 522 381

SECONA QUATIET ..ottt sr s st ss s bbb ra s et 6.49 476 “

FATSE QUIATTET ..o ieeeeeecete et es e e s e es oo e s s re st s st abe s et bt res s sns es bt sanssrea 9.25 5.30
Fiscal Year Ended September 30, 2007:

FOUI QUANEE ...cvvvovvvesiseieseeeeeeeseeve s sees st seees e sseeses st sesess e ees s e essasen s ens e serenes $ 859 % 6.01 %

THIFA QUATTET ...ttt e bbbttt ees bt ess et b s ettt sae e 6.83 574

SECOMA QUATIET ..ottt st ee bt sa ettt or s e et saeesenebeba b esb st s sss st ea s 6.75 529 .

FIPSt QUATTET ...ttt sb s b s st bbbt s s s assbaes 5.34 4.61

As of November 5, 2008, the last reported sales price of Hifn’s common stock on the NASDAQ Global Market was $3.15 per
share.

Holders
As of November 3, 2008, there were 580 holders of record of Hifin's cormumon stock.
Dividends

We have never declared or paid any dividends on our common stock. We intend to retain any future carnings to finance the
growth and development of our business and do not expect to pay any cash dividends in the foreseeable future.
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Securities Authorized for [ssuance Under Equity Compensation Plans '

The following table provides information as of September 30, 2008 about Hifn’s common stock that may be issued upon the
exercise of options granted to employees, consultants or members of the Board of Directors under all of the Company’s existing
equity compensation plans, including the Company’s Amended and Restated 1996 Equity Incentive Plan, the Apptitude Plan, the 2001
Nonstatutory Stock Option Plan and the 1998 Employee Stock Purchase Plan:

Shares Available for

Number of Shares to Future Issuance

be Issued upon Weighted {excluding shaires

Exercise of Stock Average Exercise  reflected in the first

Plan Category Options Price per Share column)
Liguity compensation plans |

approved by security holders ................... 1,998,403 (1)(2) $835(3) 1,368,300 (4}

Liquity compensation plans l

not approved by security holders ............. 1,338,300 (5) 7.28 275,650

Total 3,336,703 $7.88 1,643.950

(1) Relates to options granted under our Amended and Restated 1996 Equity Incentive Plan (the “1996 Plan”), under whichi
5,449 900 shares of common stock are reserved for issuance pursuant to nonqualified and incentive stock options, stock bonuses,
restricted stock units (“RS1U's™) and stock appreciation rights.

(2) Includes 287,059 RSU’s granted under the 1996 Plan.
(3) This weighted-average exercisc price does not include outstanding RSUs.

(4) Includes 356,894 shares of the Company’s common stock availabte [or issuance under the Company’s 1998 Employee Stock
Purchase Plan (the “ESPP™) as of September 30, 2008, of which 83,529 were issued in connection with the purchase on October
31, 2008. In December 1998, the Company adopted the ESPP to provide eligible employees with the opportunity 1o purchase our
common stock through payroll deductions. There are 1,400,000 shares of our cotnmon stock reserved for issuance under the
ESPP. The price of shares purchased under the ESPP is the lower of 85% of the closing sales price of our common stock on the
first day of each semi-annual offering period, or 85% of the closing sales price of our common stock on the last day of the semi-
annual offering period.

|
Relates to options under the 2001 Nonstatutory Stock Option Plan (the “2001 Plan™). There are 2,000,000 shares of common
stock reserved for issuance under the 2001 Plan. In connection with the acquisition of Apptitude, Inc., the Company assumed the
Apptitude Plan, which had a total of 687,142 shares of common stock reserved for issuance. Options assumed under the
Apptitude Plan that were subscquemtly cancelled were not eligible for reissuance, The Apptitude Plan expired on October 28,
2005 and, therefore, has no effect on the number of options avaitable for grant.

—
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Unregistered Sales of Equity Securities and Use of Proceeds

{a) None.
{b) None.

(c) Issuer Purchases of Equily Securities

Total Number of Approximate Dollar
Total Shares Value of Shares that
Number of Average Purchased as Part of May Yet Be
Shares Price Paid Publicly Announced Purchased Under the
Period Purchased per Share Plans or Programs (1) Plans or Programs
July 1, 2008 to July 31, 2008 26,800 4.44 218,542 6,972,238
August 1, 2008 to August 31, 2008 125,600 4.28 344,142 6,434,841
September 1, 2008 to September 30, 2008 — — — —
Total 152,400 $ 4.55 344,142

———————

" On May 1, 2008 the Company announced a stock repurchase program under which Hifn may repurchase up to $8.0 million of
its common stock, Under this stock repurchase program, shares may be repurchased from time to time in the open market or
through negotiated transactions. The stock repurchase program expired on September 30, 2008.
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ITEM 6. SELECTED FINANCIAL DATA |

The following selected financial data should be read in conjunction with “ltem 7. Management’s Discussion and Analysis of
Financia! Condition and Resulis of Operations” and “Item 8. Consolidated Financial Statements and Supplementary Data” included
elsewhere in this Annual Report on Form 10-K: i

|
|

September 30, i
Years Ended 2008 2007 2006 2005 2(_]04
(in thousands, except per share amounts) i

Statement of Operations Data: |

NEETEVEIUES ...-voeoeerserecreessessessesscmsessessessesssssessssssesssssssees § 39418 § 42967 $ 43764 § 46394 § 43,142
Costs and operating expenses: :
COSt O TEVENUBS ...oviviirieeereesrcei e resssceremee e s resserssrennses 13,823 14,232 15,507 14,798 11,957
Research and development ... 13,942 12,925 20,983 21,721 22,418
Sales and MArKEliNgG ......c..ccovvevirirmerninsrrnireessreeeereseeeenes 10,570 8,312 7,382 7,515 7,324
General and administrative ... 6,597 8,558 6,984 5,332 4492
Amortization of intangibles ... vrnnieeeenenens 2,996 3,038 3,161 3,296 3,062
Impairment of assets ..o v — — 292 — —
Purchased in-process research and development ............. — 159 — — 4,230
L0585 from OPerations ......ooceoeeorenceeecree et (8,510) (4,257 (10,545 (6,268) (11.341)
Interest iNCOME, NEL ......coveereiivres e ienscersreierereeeaseenseanes 1,359 1,981 1,916 1,193 ‘525
OURET EXPENSE, NEL .....o.eoerereesessissasssssee s aesesstnssrasraerens {(460) (&1 (54) (51) i (52)
Provision for iNCOME LAXES ..o i irr v eereeeer s 145 184 41 90 . —
NETHOSS oovivviiiiriirecceseect et et eessevarsessensrnserpasaseesemseenansnens $ (1,7%) § (25408 (8,724)8 (5216)8 (10,868)

Net loss per share, basic and diluted ......cocooccciin. 3 (053) § (0.18) % (063)8  (038)%  (0.84)

Weighted average shares outstanding, basic and diluted ......... 14,766 14,092 13,769 13,887 12,993
September 30, .

Years Ended 2008 2007 2006 2005 2004
(in thousands)

Balance Sheet Data:

Cash and short-term investments........o.ooocoooooeeeeee. 5 34,371 8 35,3228 387778 44440 § 50,032

TOtAl ASSCIS .vvvererceirieencre e s s s 53,287 58,966 51,476 66,451 76,242
WOTKINE CAPIAl ..ovvvevererieererereeieecrciec s et et see bt bt 39,113 41,466 40,199 42,755 46,711
TotAl debt .ottt ases — — — — —
Total stockholders’ equity ..........cocoereeremicenecerneera e 47,613 53,448 50,685 56,756 64,229
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ITEM 7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATIONS

Management's Discussion and Analysis of Financial Conditions and Results of Operations (“MD&A "} is designed 1o provide
our shareholders with informative financial disclosures and present an accurate view of our financial position and operating results.
Also included, is a narrative from the perspective of our management on our financial condition, results of operations, liquidity and
ather important factors that may affecr our fittwre results.

The following discussion should be read in conjunction with the “ltem 8, Consolidated Financial Statements and
Supplementary Data” included elsewhere in this Annual Report on Form 10-K. The results shown in this report are not necessarily
indicative of the resulls to be expected in any fitture periods. This discussion contains forward-looking statements based on current
expectations which involve risks and uncertainties. Actual results and the timing of certain events may differ significantlv from those
projected in such forward-looking statements due to the fuctors set forth in the section entitled "Item 1A. Risk Factors ™ and appearing
elsewhere in this report. See “Cautionary Statement Regarding Forward-Looking Statemenis ™ in Part I of this Anmual Report on
Form 10-K.

Overview

Hifn is a leading provider of network- and storage-sccurity and data reduction products that simplify the way major network and
storage original equipment manufacturers (“OEMs™), as well as small-and-medium-size enterprises (“SMEs™), efficiently and securely
share, retain, access and protect critical data. Qur products feature industry-recognized patented technology for the continuous
protection of information, whether it is in transit on a network or at rest on storage. Hifn's solutions are attractive to custommers
because their high-performance featurcs, including some of the fastest compression and encryption processing speeds available in the
market, multi-protocol capabilities, development tools and card level products with high-levels of integration, help reduce our
customers’ lime-to-market. Qur applied services processors (“ASPs™) perform the computation-intensive tasks of compression,
encryption and authentication, providing our customers with high-performance, interoperable implementations of a wide variety of
industry-standard networking and storage protocols, Our network- and security-processors, compression and data reduction sohstions
are used in networking, security and storage equipment such as routers, remote access concentrators, virtual private networks
(“VPN™), virtual 1ape libraries (“VTL""), nearline storage systems, switches, broadband access equipment, network interface cards,
firewalls and back-up storage devices.

Hifn encryption and compression ASPs allow network and storage equipment vendors to add and accelerate security and data
reduction functions in their products. Our encryption and compression processors provide industry-recognized algorithms that are used
in products, such as VPNs, which enable businesses 1o reduce wide area networking costs by replacing dedicated leased-lines with
lower-cost 1P-based networks such as the Internet. Using VPNs, businesses can also provide customers, partners and suppliers with
secure, authenticated access to the corporate network, increasing productivity through improved communications. Storage equipment
vendors use our compression processor products and Express Data Reduction (“Express DR™) cards to improve the performance and
capacity of a wide range of disk and tape back-up systems, For example, storage OEMs who design in a Hifh Express DR card can
offer their customers a storage solution that more than doubles storage capacity, saving them power, physical space, and operational
and capital expenses.

Additionally, Hifn acquired Sialu Software, L1.C, a California LLC (“$iafu™), a business related to storage technology, in July
2007, to complement our Express DR and Express Data Sccurity (*Express DS™) card business and expand our product offering to
include integrated iSCSI network protocol based data encryption and compression software and sub-systems, reducing GEMs time to
market in delivering secure and capacity optimized storage syslems,

Hifn's network processor technology, acquired from International Business Machines Corporation (“IBM™), complements our
security processor business and expands our product offerings to include a programmable, yet deterministic, device that performs
compulation-intensive, deep packet inspection for high-touch services. The architecture of our network processor is unique and is an
architecture used with applications that require high-touch scrvices.
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Our principal end customers and their respective contribution to net revenues for the respective periods are as follows:

September 30,
Years Ended : 2008 2007 2006
Cisco Systems, Inc, and its contract MANUIACIIIETS ......cevvvcreveeerrmeminisrnerecseesinenes 48 % 53 % 50 %
Huawei Technologies, INC. ..o 0 % 12 % 13 %
EMUC COMPOTALION .......ovovvviveeniesiescsesassssaressssstrntessessssesessessrseesseuemassasessssisssnassossasns 11 % 6 % '3 %
69 % 71 % 66 %

Intemationa) sales comprised 56%, 58% and 62% of net revenues for fiscal 2008, 2007 and 2006, respectively, and we,,

anticipate that international sales will continue to grow in the future. |

In July 2007, Hifn acquired Siafiy, for $4.3 million in cash. Assets acquired included developed and core technology, other
intellectual property, goodwill, fixed asscts, inventory, certain accounts receivable and certain accounts payables. The acquired assets
included in-process research and development of approximately $159,000, which was expensed at the time of the acquisition.

In December 2003, Hifn acquired certain assets and intellectual property vatued at $15.9 million, including acquisition ‘related
costs. Assets acquired included inventory, fixed assets, developed and core technology and contract backlog. The acquired assels

included in-process research and development of approximately $3.3 million, which was expensed at the time of the acquisition.

Hifn’s quarterly and annual operating results are affected by a wide variety of factors that could materially and adversely affect
net sales, gross margins and operating income. These factors include the volume and timing of orders received, changes in the mix of
proprictary and second source products sold, market acceptance of our and our customers® products, competitive pricing pressures, our
ability to introduce new products on a limely basis, the timing and extent of research and development expenses, fluctuations in
manufacturing yields, cyclical semiconductor industry conditions, our access 10 advanced process technologies and the timing and
extent of process development costs. Historically in the semiconductor industry, average selling prices of products have decreased
over time. If we are unable to introduce new products with higher margins, maintain our product mix between proprietary and second
source products, or reduce manufacturing cost 1o offset decreases in the prices of our existing products, then our operating results witl
be adversely affected. Our business is characterized by short-term orders and shipment schedules, and customer orders typically can
be canceled or rescheduled without penalty to the customer. Since most of our backlog is cancelable without penalty, we typically plan
our production and inventory levels based on internal forecasts of customer demand. Customer demand remains highly unprediciable
and variances to the forecast can fluctuate substantially. The recent lack of liquidity in U.S. and international credit markets, and the
additional impact of the uncertainty in economic conditions worldwide, may have an adverse effect on the spending pattems of our
customers in future periods. In addition, because of high fixed costs in the semiconductor industry, we are limited in our ability to
reduce costs quickly in response to any revenue shortfalls, As a result of the foregoing or other factors, we have experienced, and may
in the future experience, material adverse fluctuations in our operating results on a quarterly or annual basis, which have in the past,
and would in the futurc, materially affect our business, financial condition and results of operations.

Critical Accounting Policies i

The financial statements inchuded in this report are prepared in conformity with accounting principles generally accepted in the
United States of America and require management 1o make cstimates and assumptions in certain circumstances that affect amounts
reportted in the accompanying consolidated financial statements and related footnotes. As such, we are required to make certain
estimales, judgments and assumptions that we believe are reasonable based upon the information available. These estimates and
assumptions affect the reported amounts of assets and liabilities at the date of the financial statements and the reported amounts of
revenues and expenscs during the periods presented. The significant accounting policies which we believe are the most crmcal to aid
in fully understanding and evaluating our reported financial results include the following:

[

Revenue recognition. We derive our revenue from the sale of processors, cards, storage appliances and sofiware license fees.
Customers comprise primarily OEMs and, 1o a lesser extent, distributors. Revenue from the sale of processors, cards and storage
appliances is recognized upon shipment when persuasive evidence of an arrangement exists, legal title and risk of ownership has
transferred to the customer, the price is fixed or determined and collection of the resulting receivables is reasonably assured. Revenue
from processors sold to distributors under agreements allowing certain rights of return is deferred until the distributor sells the product
1o a third party. At the time of shipment to distributors, we record a trade receivable for the purchase price based on the Company’s
legally enforceable right to payment. Additionally, since legal right for the inventory transfers to the distributors, inventory is relieved
at the carrying value of the products shipped. The related gross margin is recognized as a liability and recorded as deferred income.

Software license revenue is penerally recognized when a signed agreement or other persuasive evidence of an arrangement
exists, vendor-specific objective evidence exists to allocate a portion of the total fee to any undelivered elements of the arrangement,
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the sofiware has heen shipped or electronically delivered, the license fee is fixed or determinable and collection of the resulting
receivables is reasonably assured. Returns, including exchange rights for unsold licenses, are recorded based on agreed-upon return
rates or historical experience and are deferred until the return rights expire. To the extent we experience increased levels of retums,
revenue will decrease resulting in decreased gross profit,

We receive soflware license revenue from OEMs that sublicense our sofiware shipped with their products. The OEM sublicense
agreements are generally valid for a term of one year and include rights to unspecified future upgrades and maintenance during the
term of the agreement. License fees under these agreements are recognized ratably over the term of the agreement. Revenues from
sublicenses sold in excess of the specified volume in the original license agreement are recognized when they are reported as sold to
end customers by the OEM. Our deferred sofiware license revenue balance as of September 30, 2008 was $299,000 and included
approximately $60,000 in exchange rights for unsold licenscs.

Management judgments and estimates must be made regarding the collectability of fees charged. Should changes in conditions
cause management to determine the collectability criteria are not met for certain future transactions, revenue recognized for any
reporting period could be adversely affected.

Inventories. We value our inventory at the lower of cost (determined on a first-in, first-out cost method) or market, Inventories
are comprised selely of finished goods, which are manufactured by third panty foundries for resale by us. We provide for obsolete,
slow moving or cxcess inventorigs, based on forceasts prepared by management, in the period when obsolescence or inventory in
excess of expected demand is first identified. Reserves are established to reduce the cost basis of inventory for excess and obsolete
inventory. In fiscal year 2008 we recorded, as a charge to cost of revenues, an additional $139,000 for excess inventory and we
recognized gross margin benefits of $123,000, as a result of the sale of inventories that had been previously written down. As of
September 30, 2008, inventories at an original purchase price of $675,000, which were subsequently written down, were still on hand.
Subsequent increases in projected demand will not result in a reversal of these reserves until the sale of the related inventory.

There is a risk that we will not be able to sell our inventories due to factors such as technological change, new product
developments by our competitors, and product obsolescence. Actual demand may differ from forecasted demand and such differences
may have a material effect on our financial position and results of operations.

¥aluation of long-lived and intangible assets and goodwill. We evaluate the recovery of finite lived intangible assets and
other finite long-lived assets, including property and equipment, acquired intangible assets and licensed intellectual property,
whenever events or changes in circumstances indicate that their carrying value may not be recoverable through the estimated
undiscounted future cash flows resulting from the use of the assets. If we determine that the carrying value of intangible assets and
other long-lived assets may not be recoverable, we measure impairment by using the projecied discounted cash flow method. Our
Jjudgments regarding the existence of impairment indicators are based on market conditions and operational performance of our
business.

Factors we consider important which could trigger an impairment review include (i} significant underperformance relative to
historical or projected future operating results, (ii) significant changes in the manner of our use of the acquired assets ot the strategy
for our overall business, and (iii} significant negative industry or economic trends.

In accordance with SFAS 142, “Goodwill and other imtangible assets,” goodwill is deemed to have an indefinite life and is no
longer amortized but rather is subject to annual impairment tests or interim impairment tests whenever events or circumstances
indicate that the carrying value may not be recoverable. The first step of the goodwill impairment test, used 1o identify potential
impairment, compares the fair vajue of a reporting unit with its carrying amount, including goodwill. If the fair vatue of a reporting
unit exceeds its carrying amount, goodwill of the reporting unit is considered not impaired, thus the second siep of the impainment test
is unnecessary, If the carrying amount of a reporting unit cxceeds its fair value, the second step of the goodwill impairment test shall
be performed 10 measure the amount of impairment loss, il any, The second step of the goodwill impairment test, used (o measure the
amourt of impairment loss, compares the implied fair value of reporting unit goodwill with the carrying amount of that geodwill. If
the carrying amount of reporting unit goodwill exceeds the implied fair value of that goodwill, an impairment loss shall be recognized
in an amount equal to that excess.

As of September 30, 2008, the carrying value of intangible assets and goodwill was $3.0 million and $1.4 million, respectively.
During the quarter ended September 30, 2008, we evaluated and concluded there had been a triggering event indicating the carrying
value of acquired developed and core technology may not be recoverable. This event was primarily related 10 the change in
management's plans for the use of the acquired developed and core technology. We performed an estimate of future undiscounted
cash flows associated with the use of the intangible asset and concluded that such cash flows exceeded its carrying value; accordingly,
there was no impairment charge recorded. The estimate of undiscounted cash flows involves significant judgment and estimates by
management, including assumnptions about revenue and revenue growth rates, and operating margins. Actual cash flows could be less
than those estimated, which could result in impairment to the intangible asset in the future.
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As of September 30, 2008, Hifn's market capitalization was below its net book value. As a result, we compared Hifn’s market
capitalization afler consideration of a control premium to its net book value and concluded that the second step in the goodwill
impairment assessment was not required, We estimate fair value by reference to Hifn’s market capitalization. Accordmgly, further
reductions in Hifn’s market capitalization may result in further goodwill impairment that could have a material cffect on our
consolidated financial position and results of operations. J

Allowance for doubtful accounts receivable. We estimate uncollectible accounts receivable at each reporting period.
Specifically, we analyze the aging of accounts receivable, bad debt history, payment history, custotner concentration, custotner credit-
worthiness, and current economic trends when evaluating the adequacy of the allowance for doubtful accounts. .

Account payables and other liabilities. Additionally, we review our accounts payable and accrued liabilitics batances at each
reporting period, and accrue liabilitics as appropriate. Qur analysis includes consideration of items such as product design and
manufacturing activities, commitments made to or the level of activity with vendors, payroll and employec-related costs, historic
spending and anticipated changes in the cost of services.

1

Accounting for income taxes. As part of the process of preparing our consolidated {inancial statements we are required to
cslimate our income taxes, which involve estimating our actual current tax exposure together with assessing temporary dif‘l‘érenccs
resulting from differing treatment of items for tax and accounting purposes. These differences result in deferred tax assets and
liabilities. Significant management judgment is required to assess the likelihood that our deferred tax assets will be rcwvcred from
future taxable income. Continuing losses in recent reporting periods increase the uncertainties regarding realizability of deferred tax
assets. While we have considered future taxable income and ongoing prudent and feasible tax planning strategies in assessing the need
for the valuation aflowance, in the event we were to determine that we would be able 1o realize our deferred tax asscts in the future in
excess of its net recorded amount, an adjustment to the deferred tax asset would increase income in the period such determination is
made.

Litigation. From time to time, we may become involved in litigation relating to claims arising from the ordinary course of
business. Management considers such claims on a case-by-case basis. We accrue for loss contingencies if both of the f'ollowmg
conditions are met: {a) information available prior to the issuance of the financial statements indicates that it is probable that an asset
has been impaired or a liability has been incurred at the date of the financial statements; and (b) the amount of loss can be re‘asonably
cstimated. |

Results of Operations \

The following table sets forth certain statement of operations data as a percentage of total revenue for the periods indicated:

September 30, :
Years Ended 2008 2007 2006
Net revenues: !
Processors ............... 93% 94% 92%
Software licenses and olher 1 6 | 8
TOW NMEE FEVEIILIES ....oviveviveirieercrenestensese s ensesssssessnas s smsans et eesnnentons 100 100 ]
Costs and operating expenses: |
Cost of revenues - processors ............. 34 32 34
Cost of revenues - software licenses and other 1 1 : ]
Research and development ..o 35 30 48
Sales and marketing ........... 27 19 17
General and administrative ............... 17 20 16
Amortization of iNtangibles .......co.ooiiiiiicrec e 8 7 7
Impairment of assets . — — ‘ |
Purchased in-process research ‘md dcvclopmcnt — — =
Total costs and OPErating XPENSES .....covevierieivermeerererenseseessessenesrsrssatsassssasinssens 122 109 L 124
L.OSS TEOM OPCTALIONS ©.vveieiieee s esissssessaseas s st eaessscneseseseneeseesasnesseasinss (22) )] 24
Intcrest and other INCOME, MEL ..ovvviiii i see e srrrsreser e srnessrrarsangesseen 2 4 ‘ 4
LSS DEfOre INCOIME LAKES ...vvvvveveeectecerersvisarsersessessessensansasesnassesnssnssnessessensastonsins (20) (5) C(20)
Provision [Or INCOME LAKES .....cocvverrerrrerreereresirssesesseese oo tensenssassassmssmcssessissesn e — —
INEELOSS oooeo oo ees e bbbt s st a et (20)% (5)% " 200%
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Net Revenues.

Net revenues by category, as a percentage of total net revenues and the year-over-year change were as follows:

September 30,
2008 vs. 2007 vs,
2007 2006
2008 2007 2006 Change  Change
% of net of net % of net
Years Ended révenues revenues revenues
{$ in thousands)
Processors .....oooevveoveeiecrevrennen, 3 36,702 93% § 40,191 94% § 40,262 92% (9)% —
Software licenses and other ... 2,716 T% 2,776 6% 3,502 8% 2)% 21)%
$ 39418 100% § 42967 100% $ 43,764 100% (8)% (2)%

Net revenues decreased by $3.5 miltion in fiscal 2008 as compared to fiscal 2007, Our processor revenues decreased $3.8
million, primarily due to a decrease in chip sales, pantially olfset by increased card sales. Also contributing to the overall decrease in
net revenues was a $60,000 decrease in revenues from software licenses and royalties, which are generally dependent upon variability
in the mix and demand for and timing of customer purchases of certain of our licensed software products,

Net revenues decreased by $797,000 in fiscal 2007 as compared to fiscal 2006. The decrease reflects the net effect of a decrease
in software license and royaltics of $726,000. The minor decrease in processor revenues was mainly attributable to new additions to
Hifn’s product lines, which result in lower sales volume at higher sales prices. The average gross margin of these products remained at
relatively the same levels. The decrease in revenues from sofiware licenses and royalties resulted from variability in demand for and
timing of customer purchases of certain of the Company’s licensed soflware products.

Semiconductor and software sales to our principal cnd customers and their respective contribution to net revenues for the
respective periods are as follows:

September 30,
Years Ended 2008 2007 2006
Cisco Systems, Inc. and its contract ManUfACIUTETS..........vvveiveeeescnecieee v 48% 53% 50%
Huawei Technologies, INC. ..ottt ee e s sttt 10% 12% 13%
EMC COtPOTAION 1 .ooeiie et et aee e eve s e e e ren e rene s enens 11% 6% 3%
69% 71% 66%

No other customers accounted for more than 10% of revenues in the periods presented.
Cost of Revenues.

Cost of revenues by category, as a percentage of the respective revenue category and the year-over-year change were as
follows:

September 30,
2008 2007 2006
% of % of % of 2008 vs. 2007 vs.
revenue revenue revenue 2007 2006
Years Ended category category category Change Change
(% in thousands)
Processors .......oooveevvevneininiine $ 13,214 36% § 13,903 35% § 15,001 3% (5)% (7)%
Sofware licenses and other .. 609 22% 329 12% 506 14% 835% (35)%
$ 13,823 35% 314,232 33%  $ 15,507 35% (3% (R)%%

Cost of revenues consists primarily of sericonductors which were manufactured to our specifications by third parties for resale
by us. During fiscal 2008 cost of processor revenues as a percentage of net processor revenues ingreased onc percentage point as
compared to the same period in fiscal 2007, The increase in cost of sales reflects the increase in sales of lower margin cardsand a
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$123,000 increase in reserves for obsolescence, partially offset by a higher proportion of high margin processer sales. Operational
costs decreased $1,000, mainly as a result of reductions in headcount, miscellaneous and other costs, partially offset by higher average
salary rates in connection with employee performance reviews in October 2007. .

Cost of processor revenues as a pereentage of net processor revenues decreased two perceniage points for fiscal 2007 as
compared to the same period in fiscal 2006. During fiscal 2007 we recorded, as a benefit to cost of sales, $107,000 (net of a $68,000
provision) for the sale of excess inventory previously written down, as compared to a charge of $603,000 in fiscal 2006. Operational
costs increased $23,000, mainly as a result of higher average salary rates, partially offset by reductions in miscellaneous and other
COsts,

Cost of sofiware licenses and other revenues is primarily comprised of engineering labor related to support and maintenance of
sold licenses. The increase in fiscal 2008 as compared to the same pertod in fiscal 2007 and the decrease in fiscal 2007 as compared to
the same period in fiscal 2006, in absolute dollars, are attributable to the increase and decrease in the number of full-time-equivalent
stalT allocated to provide support and maintenance. The fluctuation in sofiware licenses and other costs as a percentage of soﬂware
licenses and other revenues is dependent upon the mix of licensed software and royalties earned during the period. )

I

Research and Development.

September 30, .

2008 vs. 2007 2007 vs. 2006
Years Ended 2008 2007 2006 Change Change
($ in thousands) ;
Research & development expenses ... § 13,942 $ 12,925 $ 20,983 8% (38)% -
As a percentage of net revenues ......... 3% 30% 48% [

Research and development expenses consist primarily of salaries, employee benefits, overhead, outside contractors and non-
recurring engineering fees. Such research and development expenses increased $1.0 million in fiscal 2008 as compared to ﬁ%al 2007.
The increase is attributable to a $1.7 million increase in non-recurring enginecring (“NRE™) and retated costs, including a $145,000
reduction in the reimbursement of certain costs under a research and developtnent contract that, although may be expanded, is
expected to be completed in 2009, which to date reimbursed $4.6 million, a $149,000 increase in engineering materials due to the
different stages of project completion of which $142,000 relates to our operation in the USA, a $207,000 increase in telephone, trave!
and miscellaneous expenses, 2 $97,000 increase in supplies primarily relating to low value equipment and an increase in recruiting
costs of $93,000, together with an increase in software maintenance of $31,000 due to the amortization of new software additions.
These increases were partially offset by a decrease of $655,000, in salaries and benefits, including $279,000 in SFAS 123R. expenses,
as a result of lower average annual headcount and an increase in the offset for engineering labor related to support and mamlenance of
sold licenses, partially offset by higher average salary rates in connection with employee performance reviews in October 2007 a
$362,000 reduction in professional services primarily due to lower utilization of external consulting scrvices, a $148,000 reduction in
building expenses mainly due to the closing of the Carlsbad, CA facility and a decrease in depreciation of $69,000 as a result of fully
depreciated assets.

|

Research and development expenses decreased $8.1 million in fiscal 2007 as compared to fiscal 2006. The decrease i is

atiributable to decreases of $4.5 million in salaries and benefits as a result of the reduction in headcount implemented in .lune 2006,

partially offset by higher average salary rates in connection with employee performance reviews in October 2006 and an increase of
$408,000 in SFAS 123R expenses, a $2.0 million reduction in NRE and related costs due to the reimbursement of certain casts under a
research and development contract, which to date reimbursed $2.4 million, a $661,000 reduction in engineering materials due to the
diffcrent stages of project completion of which $198,000 relates to our China operations, $437,000 in building expenses mainly due to
the closing of the Carlsbad, CA facility, a decrease in depreciation of $108,000 as a result of fully depreciated assets and a $561,000
decrease in telephone, travel and miscellancous expenses resulting from the reduction in headcount. These decreases were parually
offset by an increase in sofiware maintenance of $243,000 due 1o the amortization of new software additions. Starting in fiscal 2007,
some of our research and development costs are eligible for reimbursement under a contractual agreement that, although may be

expanded, is expected 1o be completed in 2008,

Sules and Marketing.
September 30, i
2008 vs. 2007 2007 vs. 2006
Years Ended 2008 2007 2006 Change Change’
{(§ in thousands) '
Sales & marketing expenses ........... $ 10,570 $ 8312 $ 7382 27% 13%
As a percentage of net revenues ......... 27% 19% 17% !
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Sales and marketing expenses consist primarily of salaries, commissions and benefits of sales, marketing and support personncl
as well as consulting, advertising, promotion and overhead expenses. Such expenses increased $2.3 million in fiscal 2008 over the
same period in fiscal 2007. The increase primarily relates to an increase in salaries and benefits of $1.4 million as a result of increased
headcount and higher average salary rates in connection with employee performance reviews in Qctober 2007, including an increase
of $180,000 in SFAS 123R expenses, a $274,000 increase in recruiting costs to strengthen our sales force, a $285,000 increase in
expenses related to conferences, seminars, advertising and tradeshows, which in turn resulted in an increase in travel expenses of
$211,000,a $116,000 increase in building, depreciation, supplies, telephone and miscellancous expenses, a $79,000 increase in low
value equipment to support our sales force expansion and an increase in professional services of $38,000 for market research and
company branding. These increases were partially offset by a $120,000 decrease in sales representative commissions due to lower
revenues.

Sales and marketing expenses increased $930,000 in fiscat 2007 over the same period in fiscal 2006. The increase primarily
relates to an increase in professional services expenses of $476,000 relating to company branding, an increase in salaries and benefits
of $338,000 as a result of higher average salary rates in connection with employee performance reviews in October 2006, including an
increase of $202,000 in SFAS 123R expenses, partially offset by a lower average headcount during fiscal 2007, an increase in
advertising and tradeshows of $55,000 due to increased tradeshow activities, an increase of $88,000 in sales representative
commissions and an increase in telephone, building and miscellancous expenses of $75,000. These increases were partially offset by a
decrease in travel expenses of $102,000.

General and Administrative.

September 30,
2008 vs, 2007 2007 vs, 2006
Years Ended 2008 2007 2006 Change Change
(8 in thousands)
Gencral & administrative expenses ... § 6,597 b 8558 § 6984 (23)% 23%
As a percentage of net revenues ... 17% 20% 16%

General and administrative expenses are comprised primarily of salaries for administrative and corporate services personnel,
legal and other professional fees. Such expenses decreased $2.0 million in fiscal 2008 over the same period in fiscal 2007. The
decrease reflects decreases in salaries and benefits of $793,000 primarily due to costs associated with the transition in leadership in
fiscal 2007 and lower executive bonuses and stock-based compensation expense of $154,000 and $398,000, respectively, panially
offset by higher average salary rates in connection with employee performance reviews in October 2007, a decrease in professional
services and consulting of $1.1 million primarily due to strategic planning completed in fiscal 2007 together with a reimbursement of
$505,000 in patent related legal expenses, a decrease of $189,000 in miscellaneous expenses primarily due to a reduction in recruiting
costs associated with the transition in leadership in fiscal 2007 and a decrease of $34,000 in depreciation, travel and telephone
expenses primarily due to reduced travel. These decreases were partially offset by an increase in building expenses of $97,000 mainly
duc to a reduction in estimated sublease income associated with the closure of our Carlsbad, CA facility and an expired lease, with
associated sublease amortization,

General and administrative expenses increased $1.6 million in fiscal 2007. The increase primarily relates to an increase in
salaries and benefits of $830,000 as a result of a combination of higher average salary rates in connection with employee performance
reviews in October 2006, increased SFAS 123(R} expenses of 651,000, together with costs associated with the transition in
leadership of $370,000, an increase of $611,000 in professional services and legal counsel costs associated with strategic planning and
audit and other SEC compliance related costs, an increase in miscellancous expenses of $304,000 mairdy due to recruitment costs
associaled with the leadership transition and an increase in travel and depreciation expenses of $143,000. Thesc increases were
partially offset by a decrease in building expenses of $137,000 mainly due to the closure of the Carlsbad, CA facility in fiscal 2006
and a decrease in telephone expenses of $176,000.

Amortization of Intangibles.

September 30,
2008 vs. 2007 2007 vs. 2006
Years Ended 2008 2007 2006 Change Change
(£ in thousands)
Amortization of intangibles ... $ 299 $ 3038 $ 3,161 {1)% (4)%
As a percentage of net revenues ....... 8% % 7%

Amortization of intangibles relates to acquired techmology, workforce and patents. Amortization of intangibles decreased
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$42,000 in fiscal 2008 as compared to fiscal 2007 as a result of the full amortization of previously capitalized intangible assets,
partially offsct by the amortization of intangibles associated with the Siafu acquisition.

Amortization of intangibles decreased $123,000 in fiscal 2007 as compared to fiscal 2006 as a result of the full amortization of
previously capitalized intangible assets, partially offset by the amortization of intangibles associated with the Siafu acquisilioin.

Purchased In-Process Research and Development.
September 30,
2008 vs. 2007 2007 vs. 2006
Years Ended 2008 2007 2006 Change Change
(8 in thousands) '

Purchased in-process research and
development ... e $ — $ 159 3 — (100%%) 100%

As a percentage ol net revenues ... — Less than 1% —

’
|
Purchased in-process research and development in fiscal 2007 relates to the Siafu acquisition and includes development work

on the next generation storage devices which was approximately 50% completed at the date of acquisition and includes the salary and
wage costs associated with the development work.

Impairment of Assels.

September 30, f
2008 vs. 2007 2007 vs. 2006
Years Ended 2008 2007 2006 Change Change '
(% in thousands)
Impairment of assets ..o $ — s — $ 292 — {100%)
As a percentage of net revenues ... — — 1% i

In fiscal 2006, the company implemented a restructuring plan to be mote focused on the strategy in the networking and storage
markets and resulted in the termination of certain engineering projects, The terminated projects resulted in the impairment of cenain
software assets of $292,000,

Interest and Other Income, Net.

September 30,
2008 vs. 2007 2007 vs. 2006

Years Ended 2008 2007 2006 Change Change

($ in thousands)
TIMETES INCOME .oovvviviieeeereneeer i 3 1,359 $ 1,981 $ 1,927 (313Y% %
Interest eXpense ....oooeeveneivvnninenens — (4) (N {(100%:) (64)%
Other expense, Dl ....ovevveinniicnn, (460) (17 (54) 497% 43%

Interest & other income, net ........... 5 399 b 1,900 $ 1862  (53)A 2%

As a percentage of net revenues ... 2% 4% 4%

Interest income and other expense, net, decreased $1.0 miltion in fiscal 2008 as compared to the same period in fiscal 2007, The
decrease was primarily the result of lower interest rates and an investment impairment, refating to our investment in asset backed
commercial paper with Cheyne Finance PLC, of $364,000. The increase in fiscal 2007 was primarily a result of the timing of
purchases of higher-average-yield instruments to take advantage of rising interest rates. The increase in fiscal 2007 was partially
oflsct by a minor increase in other expenses. .

Income Taxes.

September 30,
2008 vs. 2007 2007 vs. 2006
Years Ended 2008 2007 2006 Change Change
($ in thousands} ‘
Pravision for income (axes ................. $ 145 $ 184 3 41 (21 349%
As a percentage of net revenues ... Lessthan 1% Lessthan 1%  Less than 1%
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of continuing losses over a longer period than previously expected, we have not recognized tax benefits for the years ended September
30, 2008, 2007 and 2003. The provision for income 1axes for the years ended September 30, 2008, 2007 and 2006 reflects taxes on our
non-U.S. operations. We continue to consider future taxable income and ongoing prudent and feasible tax planning strategies in
assessing the valuation allowance.

Liquidity and Capital Resources

A summary of the sources and usecs of cash and cash equivalents is as follows:

We recognize income tax expense based on an asset and liability approach that requires recognition of deferred tax assets and
fiabilities related to future tax consequences of events recognized in both our financial statements and income tax refurns. As a result
1

September 30,
Years Ended 2008 2007 2006
(% in thousands)
Net cash provided by (used in) operating activities b 478 § (1,816) $ (5,490)
Net cash (used in) provided by investing activities (8,207 (4,611) 1,328
Net cash provided by financing activities 172 3,039 1,420
Net decrease in cash and cash equivalents $ (7,557 § (3,388) § (2,742)

Operating Activities. Net cash provided by operating activitics was $478,000 for fiscal 2008 resulting from the net loss during
the period of $7.8 million, adjusted for non-cash items including amortization of intangibles related to acquired technologies of $3.0
million, depreciation and amortization of assets of $1.8 million, stock-based compensation expenses of $1.9 miltion, an investment
impairment of $364,000 and a write-off of excess and obsolete inventory of $139,000. Additionatly, there was a decrease in accounts
receivable of $817,000, reflecting the decrease in revenue of $2.0 million and a shift in the timing of shipments and payments during
the last quarier of fiscal 2008 as compared to fiscal 2007, a decrease in inventory of $362,000, net of 316,000 (net of a $123,000
recovery) in provistons for excess and obsolete inventory and an increase in accounts payable of $463,000 as a result of the timing of
purchascs. Contributing to cash used in operations was an increase in prepaid expenses of $54,000, an increase in other assets of
$314,000, mainly due to additions in licensed software relating to new projects and a decrease in accrued expenses of $157,000
reflecting a reduction in accrued vacant facility lease cost in accordance with scheduled amortization and payments of $337,000,
together with a decrease in deferred sofiware revenue and other accrued expenses of $421,000 and $284 000, respectively, partially
offset by an increase in non-recurring engineering cost and bonus and vacation accruals of $662,000 and $223,000, respectively.

In fiscal 2007, net cash used in operating activities was $1.8 million resulting from the net loss during the period of $2.5
million, adjusted for non-cash items including amortization of intangibles related to acquired technologies of $3.0 million,
depreciation and amortization of assets of $1.7 million, stock-based compensation expenses of $2.3 million and purchase in-process
tesearch, a write-ofl of cxcess and obsolete inventory of $68,000 and development expenses of $159,000 relating to the Siafu
acquisition. Contributing to cash used in operations was an increase in accounts receivablc of $2.8 million, reflecting the increase in
revenue of $1.9 million and a shift in the timing of shipments and payments during the last quarter of fiscal 2007 as compared to fiscal
2006, an increase in other assets of $1.5 million, mainly due o additions in licensed sofiware relating to new projects, an increase in
inventory of $823,000, net of $175,000 in recoveries from the sale of excess and obsolete inventory previously written down and a
decrease in prepaid expenses of $143,000. Additionally, there was also a decrease in accounts payable of $282,000 as a result of the
timing of purchases and a decrease in accrued expenses of $1.2 mitlion reflecting a reduction in accrued vacant facitity lease cost in
accordance with scheduled amortization and payments of $846,000, together with a reduction in non-recurring engineering cost and
bonus and vacation accruals of $407,000 and $290,000, respectively, partially offset by an increase in deferred software revenue and
other accrued expenses.

In fiscal 2006, net cash used in operating activities was $35.5 million resulting from net loss during the period of $8.7 million,
adjusted for non-cash items including depreciation and amortization of assets of $1.8 million, amortization of intangibles related to
acquired technologies of $3.2 million, an impairment of certain soflware assets in the amount of $292,000, stock-based compensation
expenses of $977,000, a loss of $38,000 on the disposition of fixed assels, a writc-ofT of excess and obsolete inventory of $950,000 the
net change in assets and liabilities comprised of a decrease in accounts receivable of $454,000, reflecting a shift in the timing of
shipments and payments during the last quarter of fiscal 2006 as compared to fiscal 2003 and an increase in accounts payable of
$148,000 as a result of the timing of purchases. Contributing to cash used in operations was an increase in inventories of $842,000, an
increase in prepaid expenses and other current assets of $768,000, mainly duc to the addition of prepaid maintenance and licenses
agreements in China, an increase in other assets of $178,000, mainly as a result of additions in licensed software and a decrease in
accrued expenses and other current liabilities of $2.8 million reflecting a reduction in accrued vacant facility lease cost in accordance
with scheduled amortization and payments, as well as for non-recurring engincering cost.
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Investing Activities. Net cash used by investing activities in fiscal 2008 of $8.2 million primarily reflects the net purchase of
short-term investments of $7.1 million, property and equipment purchases of $982,000 and a $150,000 payment of the portion of the
Sialu purchase price held in escrow, Net cash used by investing activities in fiscal 2007 of $4.6 inillion reflects the purchase of
intellectual property relating to the Siafu acquisition of $4.3 million together with the purchase of property and equipment of $582,000
partially offsct by the net sale of short-termy investments of $71,000 and the altocation of $150,000 in escrow funds refating t(? the
Siafus acquisition, Net cash provided by investing activities in fiscal 2006 of $1.3 million reflects the net sale of short-term investments

0f $2.9 million offset by the purchase of property and equipment of $1.6 million,

Financing Activities. Cash provided by financing activities in fiscal 2008 of $172,000 reflects the issuance ol common stock for
stock option exercises and employee stock purchase plan purchases which aggregated $1.7 million partially offsct by the repurchasc of
344,142 shares of our outstanding common stock for $1.6 million. Cash provided by linancing activities in fiscal 2007 of $3.0 mitlion
rellects the issuance of common stock for stock option exercises and employee stock purchase plan purchases which aggrepated $3.2
million partially offset by the repurchase of 26,812 shares of our outstanding common stock for $174,000. Cash provided by financing
activities in fiscal 2006 was $1.4 million and was the result of cash proceeds from the isswance of conunon siock for stock option
exercises and empioyce stock purchase plan purchases which aggregated $1.6 million offsct by installment payments on acquired
software licenses of $219,000.

Cash, cash equivalents and short-term investments as of September 30, 2008 were $34.4 million, a decrease of $951.000 from
the $35.3 million reported in fiscal 2007, Cash, cash equivalents and shori-ierm investments as of Scptember 30, 2007 were $335.3
million, a decrease of $3.5 million from the $38.8 million reported in fiscal 2006.

The Company’s inventory balance at September 30, 2008 reflected a decrease of $501,000 as compared (o the balance as of
September 30, 2007. The decrease in inventory was a result of the (iming of inventory purchases relative to manufacturer leail-time
coupled with anticipated shipment schedules to fill customer orders for the succeeding quarter, pantially offset by a decrease in our
reserve for excess and obsolete inventory of $223,000. The Company’s inventory tums for the year ended September 30, 2008 were
5.2 times as compared 1o 5.8 times for the year ended September 30, 2007. The Company’s accounts receivable balance decreased
$799,000 to $6.7 million, as of September 30, 2008, reflecting a decrease in revenues of $2.0 million together with the shift in the
timing of shipments and payments during the last quarter of fiscal 2008 as compared to fiscal 2007, ‘

The Company uses a tumber ol independent suppliers to manufacture substantially all of its products. As a result, the Company
relies on these supptliers to allocate to the Company a sufficient portion of foundry capacity to meet the Company’s needs and deliver
sulficient quantities of the Company’s products on a timely basis. These arrangements allow the Company to avoid utilizing its capital
resources for manufacturing facilitics and work-in-precess inventory and to focus substantially all of its resources on the design,
development and marketing of its products.

|

The Company requires substantial working capital to fund its business, particularly to finance accounts reccivable and
inventory, and for investments in property and equipment. The Company ‘s need to raise capital in the future will depend on l;nany
factors inchuding the rate of sales growth, market acceptance of the Company’s existing and new products, the amount and timing of
research and development expenditurcs, the timing and size of acquisitions of businesses or technologies, the timing of the |
introduction of new products and the expansion of sales and marketing efforts. If the current lack of liquidity in the world-wide credit
markets persists into the future, our ability to obtain future debt financing may bhe tmpaired. We believe that our existing cash
resources will fund any anticipated operating losses, purchases of capital equipment and provide adequate working capital for the next
twelve months, Our liguidity is affected by many factors including, among others, the extent to which we pursue additional capital
cxpenditures, the level of our product development efforts, and other factors related to the uncertaintics of the indusiry and global
ceonomies. Accordingly, there can he no assurance that events in the future will not require us to seck additional capital sconer or, if
so required, that such capital will be available at all or on terms acceptable to us. ‘

Common Stock Reprrchase. On April 30, 2008 the Board of Directors approved a stock repurchase program that perm'ilted Hifn
to repurchase up to $8.0 million of its common stock. The stock repurchase program enabled Hifh to repurchase shares from time to
time in the open market or through negotiated transactions. Hifn used existing cash resources to fund the repurchase of 344,142 shares
of common stock at an average price of $4.55 per share and an aggregate fair market value of $1.6 million, The stock repurchaqe
program expired on September 30, 2008, ‘r
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Contractual Obligations

The Company occupies its facilities under several non-cancelable operating leases that expire at various dates through
November 2011, and which contain renewal options. Additionally, contractual obligations were also entered into related to non-
recurring engincering services and inventory purchases, Payment obligations for such commitments as of September 30, 2008 are as
follows:

Payments Due By Period
Less than 1-3 3-5 More than
Contractual Obligations Total 1 year years years 5 vears
(in thousands}

Operating lease COMMIIMENTS ......covvvveerererrioiernrones $ 1,931 8 1,341 § 570 8 20 8§ —
Inventory purchases ..........cooceicerenininroeeinnns 2,275 2,275 — — —
Non-recurming engineering eXpense .......oowcveeecrereeenas 765 763 — — —

TOMAIS v e 3 4971 § 4381 § 570 § 20 % —

As of September 30, 2008, we had $1.9 million of non-current unrecognized 1ax benefits recorded in accordance with FIN 48.
We are not able to provide a reasonably reliable estimate of the timing of future payments relating to these obligations.

Guaraniees

Apreements that we have detertnined to be within the scope of FIN 45 (*Guarantor’s Accounting and Disclosure Requirements
for Guarantees, Including Indirect Guarantees of Indebtedness of Others™) include hardware and software license warranties,
indemnification arrangements with officers and directors and indemnification arrangements with customers with respect to intellectual
property. To date, the Company has not incurred material costs in relation to any of the above guarantees.

As permitted under Delaware law, the Company has agreements that provide indemnilication of officers and directors {or
certain ¢vents or occurrences while the officer or director is, or was serving, at the Company's request in such capacity. The
indemnification period is effcctive for the officet’s or director’s lifetime. The maximum potential amount of future payments that the
Company could be required to make under these indemnification agreements is unlimited; however, the Company has a Director and
Officer insurance policy that limits its exposure and enables the Company to recover a portion of any future amounts paid. All of the
indemnification agreements were grandfathered under the provisions of FIN 45 as they were in effect prior to Decemnber 31, 2002, As
a result of the insurance policy coverage, the Company belicves the estimated fair value of the potential liability under these
agreements is minimal. Accordingly, the Company has not recorded any liabititics for these agreements as of September 30, 2008.

The Company enters into standard indemnification agreements in the ordinary course of business. Pursuant to these agreements,
the Company indemnifies, holds harmless, and agrees to reimburse the indemnified party, generally business pariners or customers,
for losses suffered or incurred in connection with patent, copyright or other intellectual property infringement claims by any third
party with respect to the Company’s products. The term of these indemnification agreements is generally perpetual, effective after
execution of the agreement. The maximum potential amount of future payments the Company could be required to make under these
indemnification agreements is unlimited. To date, the Company has not incurred costs to defend lawsuits or settle claims related to
these indemnification agreements. Accordingly, the Company has not recorded any liabilities for these agreements as of September
30, 2007. However, the Company may, in the future, record charges related to indemnification obligations and, depending upon the
nature of any such lawsuit or claim, the estimated fair valuc of such indemnification obligations may be material.

Product Warranties

The Company warrants that its hardware products arc free from defects in material and workmanship under normal use and
service and that its hardware and soflware products will perfonn in all material respects in accordance with the standard published
specifications in effect at the time of delivery of the licensed products to the customer, The warranty periods generally range from
three months to one year for software and one ycar for hardware. Additionally, the Company warrants that its maintenance services
will be performed consistent with generally accepted industry standards through completion of the agreed upon scrvices. The
Company’s policy is to provide for the estimated cost of product and service warranties based on specific warranty claims and claim
history as a charge to cost of revenues. To date, the Company has not incurred significant expense under its product or service
warrantics.
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Off-Balance Sheet Arrangements

The Company has no off-balance sheet arrangements that have or are reasonably likely to have a current or future effect on the
Company’s financial condition, revenues or expenses, results of operations, liquidity, capital expenditures or capital rewurceﬂ that
may be material to investors,

Recent Accounting Pronouncements |

In June 2008, the FASB issued FASB Staff Position EI'TF 03-6-1, “Determining Whether Instruments Granted in Share-Based
Payment Transactions Are Participating Securities™ ("FSP EITF 03-6-1"). FSP EITF (3-6-1 addresses whether participating share-
based payment awards, that contain non-forfeitable rights to dividends or dividend equivalents (paid or unpaid) prior to vesting,
should be included in the computation of earnings per share under the two-class method. FSP EITF 03-6-1 will be effective for
financial statements issued for fiscat years beginning afler December 15, 2008. The Company is currently evaluating the potential
impact, if any, of the adoption of FSP EITF (13-6-1 on its financial position, cash flows, and results of operations. !

In April 2008, the FASB issued FSP FAS 142-3, “Determination of the Useful Life of Intangible Assets™ ("FSP FAS 142-3").
FSP FAS 142-3 amends the factors that should be considered in developing renewal or extension assumptions used to determine the
useful life of a recognized intangible asset under SFAS No. 142, Goodwill and Other Intangible Assets ("SFAS 142"). The intent of
FSP FAS 142-3 is to improve the consistency between the useful life of a recognized intangible asset under SFAS 142 and th:e period
of expected cash flows used to measure the fair value of the asset under SFAS 141(R) and other applicable accounting literature. FSP
FAS 142-3 will be effective for financial statements issued for fiscal years beginning afler December 15, 2008. The Company is
currently evaluating the impact, if any, of adopting FSP FAS 142-3 on its financial position, cash flows and results of operations.

In February 2007, the FASB issued SFAS No. 159, “The Fair Value Option for Financial Assets and Financial Liabilil:ics"
(“SFAS 159”), which expands the standards under SFAS 157, Fair Value Measurement, to provide the one-time clection (Fair Value
Option) to measure financial instruments and certain other items at fair value and also includes an amendment of SFAS 115, SFAS
159 will be effective for the Company on October 1, 2008. The Company is currently evaluating the itnpact, if any, of adoplmg SFAS
159 on its financial position, cash flows and results of operations. i

In December 2007, the FASB issued SFAS No. 141(R), "Business Combinations" {"SFAS 141(R}"), which replaces QFAS No.
141, SFAS No. 141(R) estabhsh«.s principles and requirements for how an acquirer recognizes and measures in its financial stalemems
the identifiable assets acquired, the liabilities assumed, any non-controlling interest in the acquiree and the goodwill acqulred The
Statement also establishes disclosure requirements which will enable users 1o evaluate the nature and financial effects of the business
combination. SFAS 141(R) applies prospectively to business combinations for which the acquisition date is on or atter the beginning
of the first annual reporting period beginning on or afler December 15, 2008, The Company is currently evaluating the impact, if any,
of adopting SFAS 141(R) on its financial pesition, cash flows and resulis of operations. i

In June 2007, the FASB ratified EITF Issue No, (7-3, “Accounting for Nonrefundable Advance Payments for Goods or
Services to Be Used in Future Rescarch and Development Activities™ (“EITF 07-37). The scope of EITF (07-3 is limited to :
nonrefundable advance payments for goods and services to be used or rendered in future research and development activities pursuant
to an exectutory contractual arrangernent. This issue provides that nonrefundable advance payments for goods and services that will he
used or rendered for future research and development activities should be deferred and capitalized. Such amounts should be |
recognized as an expense as the retated goods are delivered or the related services are performed. EITF 07-3 will be effective, for the
Company in October 1, 2008. Earlier application is not permitted. Companies should report the effect of applying this issue |
prospectively for new contracts entered into on or after the effective date of this issue. The Company is currently evaluating the
impact, if any, of this standard on its financial position, cash flows and results of operations. f

In September 2006, the FASD issued SFAS No. 157, “TFair Value Measurements” (“SFAS 157"), which clarifies the dé¢finition
of fair value, establishes guidelines for measuring fair value, and expands disclosures regarding fair value measurements. SFAS 157
does not require any new fair value measurements and eliminates inconsistencies in guidance found in various prior accounting
pronouncements, In February 2008, the FASB issued FASB Staff Position (“FSP™) Financial Accounting Standard (“FAS™) 157 1,
“Application of FASB Statement No. 157 to FASB Statement No. 13 and Other Accounting Pronouncements That Address Leasmg
Transactions,” and FSP FAS 157-2, “Effective Date of FASB Statement No. 157.” FSP FAS 157-1 removes leasing from the scope of
SFAS No. 157, “Fair Value Measurements,” FSP FAS 157-2 delays the effective date of SFAS No, 157 from October 1, 200$ to
October 1, 2009 for all nonfinancial assets and nonfinancial liabilities that are recognized or disclosed at fair value in the financial
slatements on a nonrecurring basis. The adoption of this statement did not have a material effect on the Company’s financial posmon
cash flows and results of operations.
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ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

Interest Rate Risk. The Company dees not use derivative financial instruments in its investment portfolio. The Company’s
investment portfolio is primarily comprised of commercial paper. The Company places investments in instruments that meet high
credit quality standards. These securities are subject to interest rate rigk, including risks associated with exposure to the current sub-
prime market crisis, and could decline in value if interest rates Nuctuate. In June 2007, we purchased $1.0 million par value asset
backed commercial paper, known as a structured investment vehicle {“SIV™) with Cheyne Finance PLC (“Cheyne™), at a cost of
$973,8035, with a maturity of December 3, 2007. Subscquenily, the entity was unable to make the December 3, 2007 maturity payment
and entered receivership. In April 2008, we received a cash payment of $186,000 for our portion of the cash held in the Cheyne
portfolio, which represents a partial return of the investment. During July and August 2008 we received additional cash payments in
aggregate of $444 000, Management considers the impairment to be other than temporary and an impairment charge of $364,000 was
recorded within other expenses, net in the Statement of Operations. Accordingly, the investment balance was reduced to $6,000 as of
September 30, 2008, which management believes is realizable,

Foreign Cinrency Exchange Rate Risk. All of our sales and the majority of our costs of manufacturing and marketing are

transacted in U.S. dollars. Accordingly, our results of operations are not subject to any significant foreign exchange rate fluctuations.
To date, we have not incurred any significant gains or losses from such fluctuations.
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HIFN, INC.
CONSQLIDATED BALANCE SHEETS
($ in thousands, except share and per share amounts)

|
|
|
|

September 30,
Years Ended 2008 2007
|
ASSETS ;
|
Current Assets !
Cash and cash equIVAIENES ..o e et e 9402 % 17,049
SHOT-LEr HIVESHTICIES L...cooiiiiitiiiiieie ettt ea s caa b s s e e sr e sr e s ar s e renenas 24,879 f8,273
Trade accounts receivable, net of allpwance for doubtful 6.651 !7 450
accounts of 396 and $114, 1espectively oot " |’
Inventories (fiNMIShed ZOOUS) ... e 2,283 I2,'."84
Prepaid expenses and Other CUTTENT ASSEIS ...ovivvriverveieirr et neertietrerenrenrerrerecressensessmerens 1,482 11,428
TOLAL CUITETIL ASSEIS . oo.vvoeoe s ieerseeseers s st essas s ssb s st e eam et sbes s nnarnssens 44,787 4?6,984
Property and equUipment, Net ... e e 1,927 1,982
Intangible Assets, Mt ..o e 3,032 6,028
GOOAWIIL ...t ssr oot sses e e e st 1,425 11,425
OHNEr @SSEES ..ot es e e et re v et e e b e e e e e e e sae et e e ame et e 2.116 12,547
Total Assets 53287 §  5§8,966
|
LIABILITIES AND STOCKHOLDERS® EQUITY ’
|
Current Liabilities l
ACCOunts PAYABIE L. e e 1930 § | 1,467
Accrued expenses and other current Habilities ........oocievinienienis e res e e seeeereeeeens 3,744 4,051
Total COrTenl BABIIHES oottt re e e e s bbb s be s sbee e 5,674 !5,518
|
1
ommitments and contingencies (Note 12) I
Stockholders’ Equity '
Converlible preferred stock, $0.001 par value; 10,000,000 shares authorized; l
none issued and outStaNAING .....coooviviiiii e e — |
Common stock, $0.001 par value; 100,000,000 shares authorized; |
15,661,000 and 15,277,000 shares issued; and 14,596,000 and :
14,557,000 cutstanding, reSPeClVERY ....cooiiiieeeeee et 15 | 15
Additional paid-in Capital ... 175,164 171,573
Accumulated other comprehensive income {(1088) ..o {102) i 3
Accunmulated defICIE .....oooiiie e et eb e (121,472) (113,716)
Treasury stock, 1,064,000 and 720,000 outstanding shares, respectively, at cost ............. (5,992) (4,427
Total SEOCKROIIETS” BQUILY .1vv.veveviesevsarsrsesiesasers s sssarsss st sssrs s seesseesnsesene 47,613 53,448
Total Liabilities and Stockholders’ Equity 53287 % 58,966
|
The accompanying notes are an integral part of these consolidated {inancial statements. i
V
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HIFN, INC.
CONSOLIDATED STATEMENTS OF OPERATIONS

September 30,
Years Ended 2008 2007 2006
(% in thousands, except per share amounts)

Net revenues: N
PLOCESSOTS oot ccree v rie st serereentessnriesrinsnssareesresessansssnsonsesares B 36,702 % 40,191 % 40,262‘1;
Software licenses and olher 2,716 2,776 3,502

Total NEt TEVENLIES ...oviiviiviiiieeeeee e 39,418 42,967 43,764

Costs and operating expenses: .
Cost of revenues - processors .. 13,214 13,903 15,001
Cost of revenues - software llcenses and other 609 329 5(}6;
Research and development ...........c..ccooiveieiiniinisisises s 13,942 12,925 20,983
Sales and MATKEHNG ......ooooviiieieecece e e rae s 10,570 8312 7,382‘“
General and adminiStTAtIVE .........ooeieeeeee et ee et ee e e e e 6,597 8,558 6,984
AMOTZAtON Of IMANZIDIES ...oooverevcreeorsos s 2,996 3,038 3,161
Impairment of assets .. — — 292
Purchased in-process research and developmenl — 159 w“_‘

Total costs and operating exXpenses ........cooceeeeeeeeeeeeeeeeeeeceeeeeeeens 47,928 47,224 54,309

A |11 1A

Loss from operations ..o e (8,510) {4,257) {10,545)

IOLEIESt IICOME .....e.oevoee oo eeeseseeoeoeeeee e eoeorees e 1,359 1,981 1927

INtETEst EXPENSE ..iveieee e e et as st ne e saan st searn — (4) (11}

OHher CXPENSE, TICL ..viviriier e et (460) (77) (54)' i
Loss before income taXes ...............ooooooiieiceieei e (7,611) (2,357) (8,683)

Provision fOr inCOME tAXES ..ocevvvevervirrr s e e s e 145 184 41
NEt 0SS oottt eneneenenee D (7,756) $ (2,541) § (8,724)

Net loss per share:

Basic and diluted ......ocovvieiviiee e B (0.53) § (0.18) $ {0.63)
Shares used in computing net loss per share:

Basic and Qe .......c.covvevveeereeereeeee s 14,766 14,092 13,769

The accompanying notes are an integral part of these consolidated financial statements.
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HIFN, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS
September 30,

Years Ended 2008 2007 2006
($ in thousands) :
Cash flows from operating activities:

NELIOSS Lo et r et e e e te et es e et e b (1,756) $ (2,541) § (8,724)
Adjustments to reconcile net cash provided by (used in) operating
activities:
Depreciation and amortization ..., 1,765 1,732 1,832
Loss ot disposal of AXed 8588 ..o snsesenns 17 — i 38
Short-term investment IMPAITMENT ..........cocveeeveeeeeeeeee e eeeereeer s 364 — —
Amortization of iNaNZIble ASSEES ......ooo.ovcvee et 2,996 3,038 3,161
Asset impairment — — I 292
Stock-based compensation eXPense .........ococoocvececocreninreneseerec e 1,854 2,261 977
Provision for cxcess and obsolete inventory .........c.ococcveceeveevnvinnne 139 68 . 950
Purchased in-process tescarch and development ... — 159 . —
Allowance for doubtful accounts ..............cccoooeeieiiecieeeeeeeeee, (18) 7 i 3
Changes in assets and liabilities, net of acquisition; |
Accounts recCivable ... 817 (2,837) 454
INVENIOTIES ..ottt b sttt s b : 62 (823) . (842)
Prepaid expenses and other GUITENt ASSEIS .....oicvirvvrissisnisireesiens {54) 143 - (768)
OHhET BSSEIS ..coirccreis et e (314) (1,523) ' {178)
Accounts payable 463 (282) . 148
Accrued expenses and other current liabilities ..........cococvve v, {157) (1,218) (2,833
Net cash provided by (used in) operating activities ..........cccooeees 478 (1,816) (5,490)
Cash flows from investing activities: ,
Maturities of short-term InVeSIMENIS ...o..ocovvvvvecreniere e eeicsiiea 44 470 34,468 23,432
Sales of short-term investments ................cococeveieeeeecee e 998 - 2,527
Purchases of short-tenm investments ..........cccvoviviivieeeeee e (52,543 (34,397) (23,001)
Cash paid 10 acquire Sialu, net of cash acquired ...........cooovvviiviivve, _— (4,250) S —
Purchases of property and equipment ... {982) (582) (1,630)
FFunds in Escrow relating to the Siafu acquisition ..o (1507 150 -
Net cash (used in) provided by investing activities ... (8,207) (4,611) 11,328
Cash flows from financing activities: '
Proceeds from issuance of common stock for stock option exercises 1737 1213 1,639
and employee stock purchase plan, net ........cooeveeiviiiiieicceeenn,
Repurchase of common Stock, a1 COSL ...oveivivvvvcnvceri e, (1,565) (174) I
Installment payments on acquisition of software licenses .............. — — - (219)
Net cash provided hy financing activities ..o 172 3,039 1,420
Net decrease in cash and cash equivalents ..., (1,557 (3,388) (2,742)
Cash and cash equivalents at beginning of period ... 17,049 20,437 23,!79
Cash and cash equivalents at end of period ... 5 0,492 % 17,049 $ 20,437

Supplemental cash flow information (Note 7)

The accompanying notes are an integral part of these consolidated financial statements.
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HIFN, INC.
CONSOLIDATED STATEMENTS GF STOCKHOLDERS® EQUITY

Accumaulated
Other
Compre-
Additional hensive
Common Common Pzid-In Income/ Accumulated Treasury
Shares Stock Capital (Loss} Deficit Stock Total
(in thousands)
Balance at September 30, 2005 13,522 § 14 $163,484 3 (38) 8§ (102451) § (4,253) § 56,756
Netloss .............. — — — — (8,724) — (8,724)
Unrealized gain on ﬁnanc1al

instruments .. — — — 37 — -3
Comprehensive Ioss ..................... — — — — — — (8,687)
Stock-based compensation .......... — — 917 — — — 977
Issuance of common stock upon

exercise of options .. i 176 — 708 — — — 705
Issuance of common slnck under

employee stock purchase plan .. 208 — 934 — — — 934
Balance at September 30, 2006 13,906 14 166,100 (N (111,175) (4,253) 50,685
Net loss .. — — — — (2,541) — (2,541}
Unreah?ed gam on ﬁnancml

INSITUMENLS ....oovvioree e e e - — — 4 — — 4
Comprehensive 1088 ... — — — — — — (2,337)
Stock-based compensation ........... — — 2,261 — — — 2,261
Repuirchase of common stock, at
cost . 27 — —_ — — (174) (174)
lqsuance ofcommon slock upon

cxercise of options ................... 554 1 2,675 — — — 2,676
Issuance of common stock under

employee stock purchase plan .. 124 — 537 — — — 537
Balance at September 30, 2007 14,557 15 171,573 3 (113,716) (4,427) 53,448
Netloss .............. — — — — (7,756) — (7,750)
Unrealized loss on ﬁna.ncm]

INSIIUMENtS ..o — — — {105) — — (105)
Comprehensive loss ..., — — — —— — — (7.861)
Stock-based compensation .......... — — 1,854 — —_ — 1,854
Repurchase of common stock, at

cost . (344) — — — — (1,565) (1,565)
]qsuance of common qlock upon

excrcise of options ........oeveieee. 284 — 1,300 — — — 1,300
Issuance of common stock undcr

cemployee stock purchase plan .. 99 — 437 — — — 437
Balance at September 30, 2008 14,596 § 15 $175,164 § (102) % (121,472) § (5992) § 47613

The accompanying notes are an integral part of these consolidated financial statements.
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NOTES TO CONSCLIDATED FINANCIAL STATEMENTS

NOTE 1 — THE COMPANY !

|
hi/fh, inc., together with its subsidiaries, Hifn Limited, Hifn Netherlands B.V., Hiln Japan K.K. and Hifn International and its

subsidiary, Hifn (Hangzhou} Information Technologies Co., Ltd. (previously known as Saian (Hangzhou) Microsystems, Co., Ltd.),
together with Hangzhou Ansai Information 'l‘eclmology Co., Ltd., a contractually controlled company of Hifn International, |
(collectively referred to as the “Company,” “Hifn,” “we,” “us™ or “our”) provides network- and storage-security and data reduction
products to major network and storage original cqmpmem manufacturers (“OEMs™), as well as smafl-and-medinm enterprises |
(*SMEs"). Qur products feature industry-tecognized patented technology for the continuous protection of information, whether it is in
transit on a network or at rest on storage. Our applied services processors (*ASPs”) perform the compulation-intensive tasks of
compression, encryption and authentication, providing our customers with high-performance, interoperable implementations of a wide
variety of industry-standard networking and storage protocols. Our network- and security-processors, compression and data reduction
solutions are used in networking, security and storage equipment such as routers, remote access concentrators, virtual private networks
{(“VPN”), virtual tape libraries (“VTL"), nearline storage systems, switches, broadband access equipment, network interface ca‘rds,
fircwalls and back-up storage devices. ‘f

The semiconductor industry has experienced significant downtums and wide fluctuations in supply and demand. The industry
has also experienced significant fluctuations in anticipation of changes in general economic conditions, This has caused significant
variances in product demand, production capacity and rapid erosion of average selling prices. Industry-wide fluctuations in the future
could harm our business, financial condition and results of operations.

The Company has an accumulated deficit of $121.5 millien as of September 30, 2008 and has incurred a net loss of $7.8 million
during the year ended September 30, 2008. The Company believes that its existing cash rescurces will fund any anticipated operating
losses, purchases of capital equipment and provide adequate working capital for the next twelve months. The Company’s qulliﬁity is
affected by many factors including, among others, the extent to which the Company pursues additional capital expenditures, the level
of the Company’s product development efforts, and other factors related to the uncenainties of the industry and global cconomje".
Accordingly, there can be no assurance that events in the future will not require the Company to seek additional capital sooner or, if so

required, that such capital will be available on terms acceptable to the Company. !
|
|
NOTE 2 — SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES I

Basis of Presentation T

\

The consolidated financial statements include the accounts of the Company and its subsidiaries, Hifn Limited, Hifn Netherlands
B.V., Hifnn Japan K.K. and Hifn International, and its subsidiary, Saian Microsystems together with Hangzhou Ansai lnformatmn
Tcn,hnology Co., Ltd,, a contractually controlled company of Hifh International, Inc. All significant intercompany accounts an(j
transactions have been eliminated. The preparation of financial statements in conformity with generally accepted accounting principles
requires management to make estimates and assumptions that affect the reported amounts of assets and labilities at the date ofithe
financial statements and reported amounts of revenues and expenses during the reporting period. Actual results could differ from those
estimates including those in relation to revenue recognition, allowance for doubtful accounts, valuation of financial mslrumcms
valuation of long-lived assets and goodwill, asset impairment, inventory valuation including excess quantities and obsolescence,
accounting for income taxes and estimating accrucd liabilities. L

Cash and Cash Equivalents

The Company considers all highly liquid investments with a maturity of three months or less at the time of purchase to he cash
equivalents. These investments consist primarily of commercial paper with maturities less than 90 days, which are readily convemhle
to cash and are stated at cost, which approximates market.

Short-Term Investments !

The Company does not use derivative financial instruments in its investment portfolio. The Company's investment portfolio is
primarily comprised of commercial paper. The Company places investments in instruments that meet high credit quality standards.
These securities are subject to interest rate risk, including risks associated with exposure to the current sub-prime market crisis, and
could decline in value if interest rates fluctuate. In June 2007, we purchased $1.0 million par value asset backed commercial paper,
known as a structured investment vehicle (“SIV™") with Cheyne Finance PLC (“Cheyne™), at a cost of $973,805, with a maturity of

December 3, 2007. Subsequently, the entity was unable to make the December 3, 2007 maturity payment and entered receivership. [n
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April 2008, we received a cash payment of $186,000 for our portion of the cash held in the Cheyne portfolio, which represents a
partial return of the investment. During July and August 2008 we received additional cash payments in aggregate of $444,000.
Management considers the impairment to be other than temporary and an impairment charge of $364,000 was recorded within other
expenses, net in the Statement of Qperations. Accordingly, the investment balance was reduced to $6,000 as of September 30, 2008,
which management believes is realizable.,

Concentration of Credit Risk

Financial instruments, which potentially subject the Company to credit risk, consist principally of cash and cash equivalents,
short-term investments and trade accounts receivable. The Company’s cash equivalents and short-term investments are invested in
commercial paper and corporate and government agency obligations with high credit quality financial institutions.

Substantially all of the Company’s customers are OEMs or the manufacturing subcontractors of OEMs, which results in
concentrated credit risk with respect to the Company’s trade receivables. At September 30, 2008, three customers accounted for 33%,
22% and 11%, respectively, of total accounts receivable. The same three customers accounted for 31%, 21% and 13%, respectively, of
total accounts receivable at September 30, 2007, Management believes that its credit policies which include credit evaluations of
customers and, where necessary, imposition of stricter credit restrictions, substantially mitigate such concentrated credit risk.
Allowance for doubtful accounts is determined based upon management’s best estimaie of potentially uncollectible accounts. Bad debt
expenses were not significant in fiscal 2008, 2007 and 2006.

Concentration of Suppliers

We subcontract all semiconductor manufacturing of our processors on a turnkey basis, with our suppliers delivering fully
assembled and tested products based on our proprietary designs. We do not have long-term manufacturing agreements with any of our
subcontract manufacturers. Qur subcontract manufacturers produce products for other companies and we must place orders in advance
of expected delivery. As a result, we have only a limited ability to react to fluctuations in demand for our products, which could cause
us to have an excess or a shortage of inventory of a particular product. Failure of worldwide semiconductor manufacturing capacity to
rise along with a rise in demand could result in our subcontract manufacturers allocating available capacity to customers thal are larger
or have long-term supply contracts in place and we may be unable to obtain adequate foundry capacity at acceptable prices, or
experience delay or interruption in supply. Additionaily, volatility of economic, market, social and political conditions in countries
where our semiconductor manufacturers operate may be unpredictable and could result in a reduction in product revenue or increase
our cost of revenue and could adversely affect our business, financial condition and results of operations.

Fair Value of Financial Instruments

The Company’s financial instruments, including cash, cash equivalents, accounts receivable, accounts payable and accrued
liabilities are carried at cost, which approximates their fair value because of the short-term maturity of these instruments. The
Company does not hold or issue financial instruments for trading purposes.

Accounts Receivable and Allowance for Doubtful Accounts

Trade accounts receivable are recorded at the invoice amount and do not bear interest. The allowance for doubtful accounts is
management's best estimate of the amount of probable credit losses in our existing accounts receivable. We review our allowance for
doubtful accounts monthly. Past due balances over 90 days and over a specified amount are reviewed individually for collectability.
All other balances are reviewed on a pooled basis. Account balances are charged ofl against the allowance when we feel it is probable
the receivable will not be recovered. We do not have any off-balance-sheet credit exposure related to our customers.

Inventories

Inventories are stated at the lower of cost (determined on a first-in, first-out cost method) or market. Inventories are comprised
solely of finished goods, which are manufactured by third party foundries for resale by the Company. The Company provides for
obsolete, slow moving or excess inventoties in the period when obsolete or excess inventories are first identified. Such inventory
reserves permanently reduce the cost basis of the underlying inventory.

Property and Equipment

Propeny and equipment are stated at cost less accumulated depreciation and amortization, Depreciation is computed using the
straight-line method over the estimated useful lives of the asscts ranging from three to five years. Amortization of leasehold
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|
improvements is computed using the straight-line method over the shorter of the remaining lease term or the estimated useful !ife of
the related improvements. The Company reviews property and equipment for impainment whenever events or changes in
circumstances indicate that the carrying amounts of property and equipment may not be recoverable. Repairs and maintenance costs
are cxpensed as incurred. 1

Internal Use Software Development Costs

The Company has applicd the provisions of Statement of Position No., 98-1, Accounting for the Costs of Computer Software
Developed or Obtained for Internal Use ("SODP 98-1"). SOP 98-1 requires the capitalization of certain external and iniernal computer
sofiware costs incurred during the application development stage. The application development stage is characterized by software
design and configuration activities, coding, testing and installation, Training costs and maintenance are expensed as incurred, while
upgrades and enhancements are capitalized if it is probable that such expenditures will result in additional functionality. During fiscal
2008, $290,000 was capitalized and is being recognized on a straight-ling hasis over an expected life of three years. As of September
30, 2008, the carrying value of internal use software was $265,000. There were no internal use software development costs capnahzcd

during fiscal 2007. ‘

Long-Lived Assets and Goodwill 1

Identifiable finite-lived intangible assets are generally comprised of purchased intellectuat propenty, core technology and
patents, and are amortized on a straight-line basis over the estimated uscful lives ol the assets. Such useful lives range from two to five
years. The Company evaluates the recovery of finite-lived intangible assetls whenever events or changes in circumstances indicate that
their carrying vatue may not be recoverable. The assessment of possible impainment is based on estimates of future cash flows,
undiscounted and without interest charges, expected (o result from the use of those assets and their eventual disposition. If the!sum of
the future cash flows is less than the carrying amounts of those assets, the Company recognizes an impairment loss based on the
excess of the carrying amounts over the estimated fair value of such assets, 1f we detering that the carrying value may not be
recoverable, we measure impairment by using the projected discounted cash flow method, |

FFactors we consider importamt which could trigger an impairment review include (i} significant underperformance refative to
historical or projected future operating results, {ii) significant changes in the manner of our use of the acquired assets or the strategy
for our overall business, and (iii) significamt negative industry or cconomic trends.

The excess of the cost of acquired companies over the net amounts assigned to assets acquired and liabilitics assumed is
recorded as goodwill. As of September 30, 2008, the Company has goodwill of $1.4 million, In accordance with Statement of
Financial Accounting Standards No. 141 (“SFAS 141™), “Business Combinations,” and SFAS 142, “Goodwill and Other Intangible
Asscts,” goodwill is not amortized but instead tested for impairment annually and whenever events or circumstances occur that
indicate possible impairment. The Company performs its annual impairment testing each May 3t,

The first step of the goodwill impairment test, used to identify potential impairment, compares the fair value of a reporting unit
with its carrying amount, inctuding goodwill. If the fair value of a reporting unit exceeds its carrying amount, goodwill of the ,
reporting unit is considered not impaired, thus the second step of the impairment test is unnecessary, If the carrying amount of a
reporting it exceeds its fair value, the second step of the goodwill impairment test shall be performed to measure the amount of
impairment loss, if any. The second step of the goodwill impairment test, used to measure the amount of impairment loss, compares
the implied fair value of reporting unit goodwill with the carrying amount of that goedwill, If the carrying amount of reporting unit
goodwill exceeds the implicd fair value of that goodwill, an impairment loss shall be recognized in an amount equal to that ex?cess.

As of September 30, 2008, the carrying value of intangible assets and goodwill was $3.0 million and $1.4 million, respectively.
During the quarter ended September 30, 2008, the Company evaluated and concluded there had been a triggering event indicating the
carrying value of its acquired developed and core technology may not be recoverable,  This event was primarily related to the change
in management's plans for the use of the acquired developed and core technology. The Company performed an estimate of future
undiscounted cash flows associated with the use of the intangible asset and concluded that such cash flows exceeded its carrying
value; accordingly, there was no impairment charge recorded. The estimate of undiscounted cash flows involves 5i;_.niﬁgant Jjudgment
and estimates by management, including assumptions about revenue and revenue growth rates, and operating margins. Actual cash
flows could be less than those estimated, which could result in impainnent to the intangible asset in the future.

The Company currently operates as one reporting unit. Accordingly, the impairment test is a comparison of the Company’s
market capitalization as measured by the price of its common stock to the Company’s net book value. As of September 30, 2008, the
Company's market capitalizaiion was below its net book value. As a result, the Company compared its market capitalization after
consideration of a control premium to its net book value and concluded that the second step in the goodwill impairment assessment
was not required. The Company estimates Hs (air value by reference to its market capitalization, Accordingly, further reductions in
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its market capitalization may result in goedwill impairment that could have a material effect on the Company's consolidated financial
position and results of operations.

Revenue Recognition

The Company derives revenue from the sale of processors and software licensc fees to OEMs and, (o a lesser extent,
distributors. Revenue from the sale of processors is recognized upon shipment when persuasive evidence of an arrangement exists,
legal title and risk of ownership has transferred to the customer, the price is fixed or determined and collection of the resulting
receivable is reasonably assured. Revenue from processors sold to distributors under agreements allowing certain rights of retumn is
deferred until the distributor sells the product to a third party. At the time of shipment to distributors, the Company records a trade
reccivable for the purchase price based on the Company’s legally enforceable right to payment. Additionally, since legal right for the
inventory transfers to the distributors, inventory is relieved at the carrying value of the products shipped. The related gross margin is
recognized as a liability and recorded as deferred income,

Sofiware license revenue is gencrally recognized when a signed agreement or other persuasive evidence of an arrangement
exists, vendor-specific objective evidence exists to allocate a portion of the total Iee to any undelivered elements of the arrangement,
the sofiware has been shipped or electronically delivered, the license fee is fixed or determinable and collection of resulting
receivables is reasonably assured. Returns, including exchange rights for unsold licenses, are recorded based on agreed-upon returm
rates or historical experience and are deferred until the return rights expire.

The Company receives software license revenue from OEMs that sublicense Company software shipped with their products,
The OEM sublicense agreements are generally valid for a term of one year and include rights to unspecified future upgrades and
maintenance during the term of the agreement. License fees under these agreements are recognized ratably over the term of the
agreement. Revenues from sublicenses sold in excess of the specified volume in the original license agreement are recognized when
they are reported as sold to end customers by the OEM.

In instances where significant customization and modifications are made to sofiware delivered to custotners, the Company
accounts for such arrangements in accordance with Statement of Position 81-1, *Accounting for Performance and Construction Type
Contracts.”

Research and Development Costs

Research and development costs consist primarily of salaries, employee benefits, overhead, outside contractors and non-
recurring engineering fees. Expenditures for research and development are charged to expense as incurred. Under SFAS No. 86,
*Accounting for the Costs of Computer Sofiware (0 be Sold, Leased or Otherwise Marketed,” certain sofiware development costs are
capitalized afier technological feasibility has been established. The period from achievement of technological feasibility, which the
Company defines as the establishment of a working model, until the gencral availability of such sofiware to customers, has been shont,
and therefore softlware development costs qualifying for capitalization have been insignificant, Accordingly, the Company has not
capitalized any software development costs as of September 30, 2008 or 2007.

Starting in fiscal 2007, some of the Company's research and development costs are eligible for reimbursement under a
coniractual agrecment that, although may be expanded, is expected to be completed in fiscal 2009. Amounits received under this
arrangement are offset against research and development expenses as costs are incurred in accordance with the agrecment. In fiscal
2008 and 2007, the company reccived $2.2 million and $2.4 million, respectively, for worked performed, which was recorded as an
oflsct to research and development expenses.

Stock-Based Compensation

Effective October 1, 20035, the Company adopted the fair value recognition provisions of SFAS 123(R), using the modified
prospective application transition method, and therefore have not restated results for periods prior to the adoption date. We recognize
stock-based compensation net of an estimated forfeiture rate and only for those shares expected to vest over the service period of the
award. SFAS 123(R) supersedes the Company’s previous accounting under Accounting Principles Board Opinion No. 25,
“Accounting for Stock Issued to Employces™ (“APB 25%) for periods beginning in fiscal 2006.

The Company uses the Black-Scholes-Merion option-pricing mode] (“Black-Scholes mode!”} as its method of valuation for
share-based awards granted beginning in fiscal 2006, the same model used for the Company’s pro forma information required under
SFAS 123. The Company determines of fair value of share-based payment awards on the date of grant using an option-pricing model,
based on the Company's stock price, as well as assumptions regarding a number of subjective variables. These variables include, but
are not limited to, the Company’s expected stock price volatility over the term of the awards as well as actual and projected employee
stock option exercise behaviors. The Company’s employee stock options have certain characteristics that may differ from other
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optivns and changes in the subjective assumptions can materially affect the estimated value. Accordingly, it is management’s opinion
that the existing stock based compensation expense could be materially different in the future. Although the fair value of employee
stock optiens is determined in accordance with SFAS 123(R), that value may not be indicative of the fair value in an actual marke!
transaction.

Income Taxes

Deferred tax assets and liabilities are recognized for the expected tax consequences of temporary differences between the
income tax bases of assets and liabilities and the amounts reported for financial reporting purposes for all periods presented (see Note
10). Valuation allowances for deferred (ax assets are established when, based on available objective evidence, management determines
that it is more likely than not that the deferred 1ax assets will not be realizable. |

Foreign Currency Translation

The U. 8. dollar is the functional currency of the company 's subsidiaries. Gains or losses from transactions of foreign
subsidiaries are included in other expenses, net. Such gains and losses were not material for any of the periods presented.

Consolidation of Variable Interest Entity

Peaple’s Republic of China (“PRC™) law currently limits foreign ownership of companies that provide products in the Chmeqc
network information security business involving secrecy and/or value-addéd telecommunication services scctor, To comply with these
foreign ownership restrictions, on March 8, 2006, the Company cstablished Hangzhou Ansai Information Technology Co., Ltd.
{*Ansai”), which is operated through a contractual arrangement. The Company has the ability to substantially influence Ansai‘s daily
operations and financial affairs and supplies all of Ansai’s funding. As a result of the contractual arrangement, which enables the
Company to control Ansai, the Company is the primary beneficiary. Accordingly, the Company regards Ansai as a variable interest
entity under FASB interpretation No, 46R, “Consolidation of variable interest entities, an interpretation of ARB No. 51 (“FIN 46R™)
and the Company consolidates Ansai’s assets, liabilities and operating results into the Company’s conselidated financial statements.

Comprehensive Loss .
!

Other comprehensive loss is defined as the change in equity of a business enterprise during a period from transactions and other
events and circumstances from non-owner sources. Comprchensive loss includes unrealized gains and losses on the Company’s

available-for-sale investments. Comprehensive loss is disclosed in the Consolidated Statements of Stockholders® Equity. !
Recent Accounting Pronouncements

In June 2008, the FASB issucd FASB Staff Position EITF 03-6-1, “Determining Whether Instruments Granted in Share-Based
Payment Transactions Are Participating Securities”™ ("FSP EI'TF 03-6- l"} FSP EITF 003-6-1 addresses whether participating qharc—
based payment awards, that contain non-forfeitable rights to dividends or dividend equivalents {paid or unpaid) prior to vcclmg,
should be included in the computation of earnings per share under the two-class method. FSP EITF 03-6-1 will be cffective for
financial statements issued for fiscal years beginning after December 15, 2008. The Company is curtently evaluating the potential
impact, if any, of the adoption of FSP EITF (3-6-1 on its financial position, cash flows and results of operations,

In April 2008, the FASB issued FSP FAS 142-3, “Determination of the Uscful Life of Imtangible Asscts™ ("FSP FAS 142-3").
FSP FAS 142-3 amends the factors that should be considered in developing renewal or extension agsumptions used to determine the
useful life of a recognized intangible asset under SFAS No. 142, Goodwill and Other Intangible Assets ("SFAS 142"). The intent of
FSP FAS 142-3 s to improve the consistency between the useful life of a recognized intangible asset under SFAS 142 and the period
of expected cash Nows used 10 measure the fair value of the asset under SFAS 141{R) and other applicable accounting literature. FSP
FAS 142-3 will be effective for financial statements issued for fiscal years beginning after December 13, 2008. The Company is
currently evaluating the impact, if any, of adopting FSP FAS 142-3 on its financial position, cash flows and results of operations.

In February 2007, the FASB issued SFAS No. 159, “The Fair Value Option for Financial Assets and Financial Liabilities™
(“SFAS 1597), which expands the standards under SFAS 157, Fair Value Measurement, to provide the one-time election (Fait Value
Option) to measure financial instruments and certain cther items at fair value and also includes an amendment of SFAS 115, SFAS
159 will be effective for the Company on October 1, 2008. The Company is currently evaluating the impact, if any, of adoptlng SFAS
159 on its financial position, cash flows and results of operations.

In December 2007, the FASB issued SFAS No. 141(R), "Business Combinations" ("SFAS 141(R}"}, which replaces SFAS No,
141, SFAS No. 141(R) establishes principles and requirements for how an acquirer recognizes and measures in its financial statements
the identifiable assets acquired, the liabilities assumed, any non-controlling interest in the acquiree and the goodwill acquired. The
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Statement also establishes disclosure requirements which wili enable users to evaluate the nature and financial effects of the business
combination. SFAS 141(R) applies prospectively to business combinations for which the acquisition date is on or afler the beginning
of the first annual reporting period beginning on or after December 15, 2008, The Company is currently evaluating the impact, if any,
ol adopting SFAS 141(R) on its financial position, cash flows and results of operations.

In June 2007, the FASB ratified EITF Issue No. 07-3, “Accounting for Nonrefundable Advance Payments for Goods or
Services to Be Used in Future Research and Development Activities™ (“EITF 07-37). The scope of EI'TF 07-3 is limited to
nonre funidable advance payments for goods and services to be used or rendered in future research and development activities pursuant
1o an executory contractual arrangement. This issue provides that nonrefundable advance payments for goods and services that will be
used or rendered for future research and development activities should be deferred and capitalized. Such amounts should be
recognized as an expense as the related goods are delivered or the related services are performed. EI'TF 07-3 will be elTective for the
Company in Qctober {, 2008. Larlier application is not permitted. Companies should report the effect of applying this issue
prospectively lor new contracts entered into on or after the effective date of this issue. The Company is currenily evaluating the
impact, if any, of this standard on its financial position, cash flows and results of operations.

In September 2006, the FASB issued SFAS No. 157, “Fair Value Measuremenis™ (“SFAS t57"), which clarifies the definition
of fair value, establishes guidelines for measuring fair value, and expands disclosures regarding fair value measurements. SFAS 157
does not require any new fair value measurements and eliminates inconsistencies in guidance found in various prior accounting
pronouncements. In February 2008, the FASB issued FASB Staff Position (“FSP”) Financial Accounting Standard (“FAS") 157-1,
“Application of FASB Statement No. 157 to FASB Statement No. 13 and Other Accounting Pronouncements That Address Leasing
Teansactions,” and FSP FAS 157-2, “Effective Date of FASB Statement No. 157.” FSP FAS 157-1 removes leasing from the scope of
SFAS No. 157, “Fair Value Mcasurements.” FSP FAS 157-2 dclays the effective date of SFAS No. 157 from October 1, 2008 lo
October L, 2009 for all nonfinancial assets and nonfinancial liabilities that are recognized or disclosed at fair value in the financial
statements on a nonrecurring basis. The adoption of this statement did not have a material effect on the Company’s financial position,
cash flows and results of operations.

NOTE 3 — ACQUISITIONS

In July 2007, the Company acquired Siafu Software, LLC (“Siafu™) for $4.3 million in cash. The purchase price of the
acquisition was allocated by management to the identifiable assets as follows (in thousands):

Developed and COre 1ECHNOLORY .......u.vrrriaranmercercs i rasesessem e sessettsstsassstostsst st sasssss sttt sessesssssassaonsonenens 9 3214
OMBEr INLEHECLUAL PTOPCILY .e.veeeiteieei et e tbsare s s e s sesen s s esr et s eesscree s ereabsnbbas pr s e saseassasaasbensmranasehnasbbanateas 455
Purchased in-process research and develOpment ... e e 159
L T T [ Fr T - O OO OO PP U PURO PP TP PSP 26
BOOAWID .ottt er e e oo metee et eeeee e e s semeaes b es b sbs b es 2o b e eE 2 be s e e b £t e s e mere e sa bbb e b ed s s b as e b re et 396

$ 4,250

Net tangible assets consists of fixed assets of $96,000, inventory of $1,000 and accounts receivable of $6,000. These assets
were partially offset by accounts payable of $77,000. The estimated useful life of the intangible assets acquired is estimated to be
approximately five years. The fair value of the developed and core technotogy was determined using the income approach, which
discounts cxpected future cash flows to present value. The discount rates used in the present value calculations was derived from a
weighted-average cost of capital analysis adjusted to reflect additional risks inherent in the development life cycle including rapid
changes in customer markets and required standards for new products as well as potential competition in the market for such products.
The amount allocated to purchased in-process research and development was based on the percentage of completion, which was
cstimated at 50%, of the next generation products and includes the labor cost associated with the development effort.
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NOTE 4 -— BALANCE SHEET DETAILS

Additions
Balance at charged to Balance at
beginning costs and Write-offs net end’
of vear expenses of recoveries of year

{in thousands)
Allowance for doubtful accounts:

Year ended September 30, 2008 ..o $ 114§ (18) § — 8 96
Year ended September 30, 2007 ..o 167 7 —_ S 1l4
Year ended September 30, 2006 .....coocooveveeen. 104 K} — 107
September 30, !
Years Ended 2008 2007

($ in thousands)
Property and equipment:

COMPULET EQUIPITICIL ..oooiiirieirt e et b s b et e b ss b1 s bbb sb b e st et rs st b e b e st s b ) 6,181 8 8,465
Furmiture and NIXTULCS .oovivirireiccccss sttt a e e e s sae s ae s ssssr s s ssssrssraaraas 914 I 912
Leasehold IMPTOVEIMEIS ..ot et 822 + 789
OITICE QUUIPINCIIL ..ottt ettt tsr e eseas s tsssres st e sbeasebs s taessr ot sssrtarssressabesssestareree 744 906
8,661 11,072
Less: Accumulated depreCiation ... oo e e ee e serssesserestearesreaseaseesesraarans {6,734} {9,090)
$ 1,927 § 11,982

We recognized $1.0 million, $1.1 million and $1.1 million of depreciation expense in fiscal 2008, 2007 and 2006, respectively.

Intangible assets: ‘

Developed and core technolOgy (5 YEaIS). ..o e ) 16,774 § 16,771
Less: Accumulated amortization ..o e et st e {13,739) {10,743)
3.032 6,028

We recognized $3.8 million, $3.7 million and $3.9 million of amortization expense in fiscal 2008, 2007 and 20006, respectively.
The estimated future amortization expense related to intangible assets as of September 30, 2008 is as follows: |

Fiscal year ending September 30,

200 1ot s e st e are s $ 1,231 !
2000 ottt aaena 643 !
7 (L SO 643 |
22 bbb sateab e eaas 518
Total estimated aMOrtZATON ..oc.oooooviiiei s sereaens $ 3,032
Other assets:
Design tools and other licensed inteHectual Property ... $ 4,794 3 ‘4,235
Less: Accumidated AMOTHZANON ..ottt et e e e s esssseeevensremeeensseeses (2,981} (2,235}
1,813 2.000
Oher TRCRIVADIES .ottt veseests s e eereereneeneeneas 129 189
Refundable deposits ... et 174 | 358
b 2116 % 2,547
1
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Accrued expenses and other current liabilities:

Accrued vacant facility lease cost .,

Accrugd non-recurring cngmccnng services and cosh

Compensation and employee benefits ...

Deferred income and revenue ...........oooooeeveevenen..
Income taxes payable ..........ccooovoeeerei i,

OMRET ..ot 1 et ents st teabeasermtes s e emeesmtseesees et e nssmsenarenssraestesanssasessssasnesnesnsensseasens

NOTE 5 — SHORT-TERM INVESTMENTS

.3 376§ 713

765 104

1,830 1,606

583 1,004

....... 20 9
170 615

S 3744 3 4,051

Cash and cash equivalenis and short-term investments classified as available-for-sale securities were comprised of the

following:
Years Ended September 30, 2008 September 30, 2007
Unrealized Unrealized
Gross Gross Gross Gross
Cost Gains Losses Fair Value Cost Gains Losses  Fair Value
($ in thousands)

Corporale securities .................. $ 7,311 § 1 § (g0) $ 7232 $ 5975 % 4 3 4 3 5975
Governiment agency obligations ... 1,020 — (1) 1,019 — — — —
Agency discount notes ... 4,982 2 (2) 4982 — — — —
Commercial paper .........c.ccccoeeeee... 18,675 — (22) 18,653 25,561 4 — 25,565
Money market funds .................... 1,595 — — 1,595 168 — — 168
Total available-for-sale securities % 33,583 § 3 % (165) § 33481 S 31,704 % 8 3 4y § 31,708

All investments with an unrealized loss position as of September 30, 2008 and 2007 have been in continuous unrealized loss
positions for less than one year. We have determined that the gross unrealized losses on investments as of September 30, 2008 and

~ 2007 are temporary in nature,

The classification and contractual maturities of available-for-sale securities is as follows:;

Years Ended

September 30,

2008 2007

In¢luded in:

Cash and cash eqUIVAIENTS ..o et een e s e s e aae st e st e s emesesesesms e s e s e s saneateesasans
SHOM-TEITI IMVESUIIENES ......ocviviesesissiecseeeeevesereree st vastssrerssessesisesaessessatsersssotasesbenssasansbansanstsstnrenssssensasensres

Contractual maturities:

DUE i1 1€88 LHAN OIE YEAT .....c.oviriereeireciiree ittt et em e se et et esee s eessems et saeb et essnsesssasanetasssnnsanseseeneassrnsreseass

NOTE 6 — NET LOSS PER SHARE

(in thousands)

$ 8602 $ 13435
24879 18273
$33481 $ 31708
$33481 § 31,708

Basic income (loss) per share is computed using the weighted-average number of common shares outstanding for the period.
Diluted income (loss) per share is computed using the weighted-average number of common and potentially dilutive securities
outstanding for the period. Potentially dilutive securities consist of stock options and restricted stock outstanding during the period,
using the treasury method, except when their effect is anti-dilutive.

The following 1able sets forth the computing of basic and diluted weighted-average common shares:

September 30,
Years Ended 2008 2007 2006
Basic weighted-average common shares .......ovoveeveveveivvnrerivenrensseseciennns 14,765,824 14,091,764 13,768,642
S1OCK OPLIONS .vooiviiie e e e — — —
Restricted SLOCK UNMIMS ...c.ocviiiiieececeee st ie st en e renee — — —
Weighted-average common shares for dlluled computation .................... 14,765,824 14,091,764 13,768,642
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Weighted stock options outstanding were excluded from the computation of diluted income per share because of their anti-
dilutive impact (o the following periods:

September 10, :

Years Ended 2008 2007 2006

|
In-the-money stock options and RSU™S ... 313272 322,000 169,015
Out-of-the-money SIOCk OPUOMS ..o st 2,953,409 3,466,259 3,254,026
Weighted outstanding options to purchase common stock ..., 3,266,681 3,788,259 3,423,041

Weighted stock options outstanding represents common stock equivalents, under the treasury method, with an exercise bricc
lower than the Company s average stock price for the period {(*In-the-money options™) are excluded from the calculation of d]luted nel
loss per share since the effect would have been anti-dilutive due 1o the net loss in fiscal 2008, 2007 and 2006.

Weighted stock options outstanding, under the treasury method, with an exercise price higher than the Company’s average
stock price for the period (*Out-of-the-money options™) are excluded from the calculation of diluted net income (tuss) per share since
the effect would have been anti-dilutive. !

NOTE 7 —SUPPLEMENTAL CASH FLOW INFORMATION
September 30,

Years Ended 2008 2007 2006
(% in thousands) !

Supplemental cash flow information:

Cash paid during the year for interest ... $ — § 4 g 1
Cash paid during the year for income (aXes ..o vvcenirniinrins 180 243 136
Cash received during the year from refund of income taxes ... 3 - i—

NOTE 8 — STOCK OPTIONS AND EMPLOYEE BENEFITS

Employee Stock Option Plan

The 1996 Equity Incentive Plan (ihe “1996 Plan™) had 5,449,900 shares of the Company’s Common Stock reserved for
issuance pursuant to nongualified and incentive stock options and restricted stock awards. The 1996 Plan is administered by the Board
of Iireciors of the Company or its designees and provides generally that nonqualified stock options and restricted stock may be
awarded at a price not less than 85% of the fair market value of the stock at the date of the award. Incentive stock options must be
awarded at a price not less than 100% of the fair market value of the stock at the date of the award, or 110% of fair market vallle for
awards to more than 10% stockholders. Options granmed under the 1996 Plan may have a term of up to 10 years. Options typically vest
at a rate of 25% of the total grant per year over a four-year period. However, the Company may, at its discretion, implement a different
vesting schedule with respect to any new stock option grant. As a result of early exercise features as provided for by the 1996 Plan,
options granted are immediately exercisable subject to the Company’s repurchase rights which expire as options vest, |

In connection with the acquisition of Apptitude in August 2000, the Company assumed the stock option plan ()I‘App!in:]dc (the
“Apptitude Plan™). A total of 687,142 shares of the Company’s Common Stock were reserved for issuance under the Apptitude Plan.
Options assumed under the Apptitude Plan that are subsequently cancelled are not ¢ligible for reissuance and, accordingly, have no
effect on the number of options available for grant.

|

In February 2001, the Board of Directors of the Company adopted the 2001 Nonstatutory Stock Option Plan (the “20()i Plan™).
The 2001 Plan had 2,000,000 shares ol the Company’s Common Stock reserved for issuance pursuant to nongualified stock options.
The 2001 Plan is administered by the Company’s Board of Dircctors or its designees and provides generalty that nonquatified stock
options granted under the 2001 Plan may have a maximum life of 10 years. The terms and conditions of each stock option grant under
the 2001 Plan are determined by a committec of the Board of Directors and are set forth in agreements between the recipient and the
Company.
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The following table summarizes stock option activities and related information under the 1996 Plan, the Apptitude Plan and the

2001 Plan;
Weighted Weighted
Average Average
Outstanding Exercise Contractu Aggregate
Options / Price (per al Term Intrinsic
Quantity share) (in vears) Value
{3 in thousands, except per share amounts and years)
Balance at September 30, 2005 ... 4,161,531 $ 10.50
Options granted .......cocceivecieivircc e 414,500 6.67
OPUONS CXEICISEU ..rvvvvrverresrecvreeeeeeeeeesseseseesenessesessneseces (175,876) 4.00 $ 419
Options forfeited/cancelled .............ccoecerecnriiecneciueienienns (860,157) 11.67
Balance at September 30, 2006 ..........ccoooieireervireree 3,539,998 10.09
Options Zranmtcd .........oeovieermera e e 1,528,000 532
Options CXercised ......o.oooooeicieieeeeeeec e {553,701) 4.83 1,516
Options forfeited/cancelled ... {744,886) 9.17
Balance at September 30, 2007 ..o, 3,769,411 9.11
Options granted .......cccomoiiniciceniecceere e e essreseseenns 501,500 5.45
Oplions eXEICISCU .....ocooeviviiiieiicinr v (265,087) 491 466
Options forfeited/cancelled ..., (956,180) 12.29
Balance at September 30, 2008 ..., 3,049,644 7.88 582 2
Fully vested and expected to vest at September 30, 2008 . 2,970,395 h) 7.94 575 3 2
| Fully vested and exercisable at September 30, 2008 ........ 2,137,008 hy 8.84 4.80 h 2
; The following table summarizes stock options outstanding at September 30, 2008 and related weighted average exercise prices
: and lives:
| Options Vested and
Ogptions Qutstanding and Exercisable Exercisable
Weighted
Average Weighted Weighted
Remaining Average Average
Range of Quantity Life Exercise Exercise
Exercise Prices (in years) Price Quantity Price
§ 300- 3485 i 520,340 7.14 § 443 295,932 $ 442
490-  S00 e, 120,787 0.57 499 118,495 499
500- 0 510 e 330,709 7.62 5.10 164,829 510
S501- 593 e 327,763 R0 5.68 95,622 5.48
594- 633 s 158,278 7.43 6.16 227,023 6.16
6.40- 6.7 e 316,709 447 6.62 248,619 6.64
6.74- B0l e 307,017 5.78 7.38 235,814 1.35
BO05- 1076 e 319,650 492 947 302,283 9.54
AT - 16,00 e, 370,248 324 13.81 370,248 13.81
16.13- 6988 .o 78,143 2.15 36.41 78,143 36.41
3,049,644 5.82 § 788 2,137,008 § 884

Net cash proceeds from the exercise of siock options during fiscal 2008, 2007 and 2006 were $1.3 miltion, §2.7 million and
$705,000, respectively. The fair value of stock options that vested during fiscal 2008, 2007 and 2006 totaled $1.2 million, $1.4 million
and $651,000, respectively.
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Restricted Stock Units

The fair value of restricted stock units (“RSUs™) is determined based on the closing market price of our stock on the date of
grant. A summary of our non-vested RSUs at September 30, 2008, is as follows: |

Weighted Average

Fair Value

Shares Per Share
Balance at September 30, 2000.......c.ocoveiivieeiiseersie et e s rssesns — 3 | —
GEAMEA oot sv e os s ee s ssss e s 300,000 582
VIS oo e (75,000) | 485
Forfeited/cancelled ... s e s (113,381) . 545
Balance at September 30, 2007 ..o e 111,619 | 6.04
GFATHEA oo e e st te s st b e e s b e s s e b aa s aar e g ran b e s earbr e e e ie s annrees 198,750 580
VESIEA oot sees s seese s es e bs s s e s ettt (18,310) 544
Forfeitedfcancelled ... e {5,000) | 5.84
Balance at September 30, 2008.......oovi oo tiesrre s st sees e aae s nesee s 287,059 % I 591

We recognized $258,000 and $450,000 of expenses in fiscal 2008 and 2007, respectively, for RSUs. No expenses weré
recognized for RSUs in fiscal 2006. A total of 18,310 and 75,000 restricted stock units vested during fiscal 2008 and 2007, ‘[
respectively. As of September 30, 2008, therc was $1.5 million of unrecognized compensation expense related to RSUs that is
expected to be recognized over a weighted-average period of 2.4 years. The fair value of RSUs that vested during fiscal 2008 and
2007 totaled $59,000 and $486,000, respectively. No shares vested during fiscal 2006. i

|

Employee Stock Purchase Plan 1
|

In December 1998, the Company adopted an employee stock purchase plan {the “ESPP™) through which qualified cmp:]oyees of
the Company may participate in stock ownership of the Company. Shares of Common Stock reserved for the ESPP total 1,400,000,
The price of shares purchased under the ESPP is the lower of 85% of the fair market value of the shares on the first day of each semi-
annual offering period, or 85% of the fair market value of the shares on the last day of the semi-annual offering period. Pursuam to the
ESPP, 99,127, 124,423 and 208,039 shares were issued during fiscal 2008, 2007 and 2006, respectively, al weighted average prlceq of
$4.40, $4.31 and $4.49 per share, respectively. As of September 30, 2008, there were 356,894 shares available for future pm'c,haeeq
under the ESPP. ‘

Stock-Based Compensation under SFAS 123(R) {

The total stock-based compensation expense recognized during the following periods was allocated as follows (in thousands):

September 30, ‘

Years Ended 2008 2007 2006

COSt OF TEVEIIUES ...oiveiveiiit i ieiaies e e re s e rena e sr e er e e ebe e enes s emeanas S 30 b 31 $ | 9

Research and development ..........c.ccoocoivviinricneennsn e 678 %64 . 455

Sales and MArKetiNg ......coooveeinieiiiiini s arsse s ranes 551 374 172

General and adminiStrative ... 595 992 )
Total stock-based compensation €XpPense ....oo.ocooeevveeineireiiicnineen $ 1,854 3 2,261 b I 977

As of September 30, 2008, there was approximately $2.9 million of total unrecognized compensation, excluding $1.5 miltion
wnrecognized compensation related to restricted stock units, net of estimated forfeitures, related to unvested employee stock options,
which is expected to be recognized over an estimated weighted average period of 2.52 years. The Company did not capitalize any
stock-based compensation expense. The tax benefit, and the resulting effect on cash flows from operations and financial activities,
related to stock-based compensation expense was not recognized as the Company currently provides a full valuation allowance for its
deferred tax asscts. \r

The method of valuation for share-based awards granted beginning in fiscal 2006 is the Black-Scholes model. The exp%:cted
term of the awards represents the weighted-average period the stock options are expected to remain outstanding which assumes that
the employees” exercise behavior is a function of the option’s remaining contractual life and the extent to which the option is m the-
money (i.e., the average stock price during the period is above the strike price of the stock option). The Company’s expected volahhty
assumplion uses the historical volatility of the Company’s stock, as applicable for the expected term. Because the Company haq not in
the past and does not currently expect to pay dividends, the expected dividend yield is zero. The risk-free interest rate a%cumpllon is
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based upon observed interest rates appropriate for the term of the Company’s employee stock options. The post-vesting forfeiture rate
is based on the Company’s historical option cancellation and employee exercise information.

Valuation Assumptions

The Company uses the Black-Scholes model as its method of valuation of share-based awards granted. The fair value was
estimated based on the following assumptions:

September 30,
Years Ended 2008 2007 2006
Stock Purchase Stock Purchase Stock Purchase
Options Plan Options Plan Options Plan
Weighted average fair value ... $2.65 $1.70 $3.15 $1.46 $3.86 $1.43
Estimated life ..............ooovvvieiievcniinenenn. . 3.61 years 0,50 years 577 years 049 years 544 years (.49 years
Risk-free interestrate .........ccooceeveeveerevnee. 3.41% 1.62% 4,56% 4.39% 441% 473%
Expected stock price volatility ....................  48.4% 61.4% 53.0% 37.6% 62.4% 33.6%
Dividend yield ......ooovvereriiicrciceceeeee. 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%

Employee 401(k) Plan

‘The Company has a plan 1o provide retircment benefits for eligible employees, known as the Hifn 401(k) Plan (the “Plan”). As
allowed under Section 401(k) of the Internal Revenue Code, the Plan provides tax deferred salary reductions for eligible employees.
Participants in the Plan may make salary deferrals up to the maximum limitation allowed by the Intemal Revenue Code. The Plan
provides for employer contributions; however, the Company has not made any contributions to the Plan since its inception.

NOTE 9 — STOCK REPURCHASE PROGRAM

On April 30, 2008 the Board of Directors approved a stock repurchase program that permitted Hifn may repurchase up to $8.0
million of its common stock. The stock repurchase program enabled Hifn to repurchase shares from time to time in the open market or
through negotiated transactions, Hifn used existing cash resources to fund the repurchase of 344,142 shares of Hifi's common stock at
an average price of $4.35 per share and an aggregate fair market value of $1.6 million. The stock repurchase program expired on
September 30, 2008,

NOTE 10 — INCOME TAXES

The Company accounts for income taxes under an asset and liability approach that requires recognition of deferred tax assets
and liabilities for the expected future tax consequences of events that have been recognized in the Company’s financial statements or
income tax returns,

The components of the (loss) income before income taxes were as follows (in thousands):

September 30,
Years Ended 2008 2007 2006
DIOMESHC ..ottt e s b ere bt e re et ot e s enns $ (8,004) § (2,388) $ {9,171)
FOPGIEN oo 393 3l 488
LSS DefOre INCOME LAKES ovoveeeeeereeeeeee e reereersesereeseesssnessessessersersnees B (7,611) § (2,357) § (8,683)
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The components of the provisien for income taxes were as follows (in thousands):

|
September 30, !
Years Ended 2008 2007 2006 |
1
|
Current: :
FRUACTAL oottt $ — 3 — 5 —
SHALE oooveiiirici e e 1 1 —
FOTRIZI oottt ettt s e 144 183 41
145 184 i41
|
Deferred: .
FAETAL ..ottt s bbb $ — 5 — § I
SHALE vt e e e s e — — =
|
Provision fOr iNCOME tAXES ....ovooveeieeeeeeeeene st e s n e s $ 145 § 184 § la1
|
The components of deferred taxes are as follows (in thousands): !
|
September 30, :
Years Ended 2008 2007 2006
l
Net ODRIAHNE JOSS ooveiececeiee e ere st e e § 28342 8 26361 $ 27344
Property and eqUIPIMETI ........ocooiiiii i e 21260 ;(36}
Inventory valuation CCOMNES ...ccoveeiiieieir i e e seaseseas 269 360 417
Accruals and FeSeIVES ..o R WAL . 1,034 1435
Research and development credit / other ... 5,944 8,384 8,089
Amortization of intangibles and goodwill ... 6,489 6,180 5, 932
43,065 42,445 42, 981
Valuation allowance ... e sssassna e (43,065) {42,445} (42, 98 1)
Net deferred 1K A5SELS .......ooviovoovevee s sbe s esns e $ — % — % —

As of September 30, 2008, the Company had approximately $79.2 million of lederal and $23.2 million of state net operating
loss carry-forwards available to offset future taxable income. The Company also had approximately $5.0 million of federal and $4.3
million of state research and development tax credit carry-forwards. These tax attributes expire in varying amounts between 2009 and
2028. The utilization of net operating loss created by acquired companies is subject to annual limitations under Section 382 of the
Internal Revenue Code. However, we do not expect that such annual limitation will impair the realization of these net operalir?g losses.

I

As a result of continuing losses, management has determined that it is more likely than not that the Company will not réalize
the benefits of the deferred tax assets and therefore has recorded a valuation allowance to reduce the carrying value of the deferred tax
assets to zero. As of September 30, 2008, approximately $9.5 miltion of the valuation allowance relates to income tax bencﬁts arising
from the exercise of stock options which will be credited directly to stockholders equity if the associated deferred tax assets afe

realized. 'l
I
|
|
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A reconciliation of the statutory federal income tax to the Company’s effective tax is as follows (in thousands):

September 30,

Years Ended 2008 2007 2006
Tax at federal StANHOIY FAE oo.vovoveveriereececeeeeeee e 8 (2,588) % (801) $ (3,118)
State taxes, net of federal tax benefit ... 1 1 —
Research and development credits ... (39) (187) (202)
Deferred tax benefits not recognized ... 2,584 967 3,282
FOTCIEN AXES .oevveverecnrirircinrinnie sttt 144 183 41
OHRET .ot et st are v b er e sttt sens e et n e r s 43 21 38

b 145 § 184 § 41

The Company does not provide for federal income taxes on the undistributed earnings of its foreign subsidiaries as such
earnings are 1o be reinvested indefinitely.

On October |, 2007, the Company adopted FASB Interpretation No. 48, “Accounting for Uncertainty in Income Taxes- An
interpretation of FASB Statement No. 109 (“FIN 48™). FIN 48 sets forth the accounting for uncertainty in income taxes recognized in
an entity's financial statements in accordance with FASB Statement No, 109, “Accounting for Income Taxes” and prescribes a
recognition threshold and measurement attributes for financial statement disclosure of tax position taken or expected to be taken on a
tax return. Under FIN 48, the impact of an uncertain income tax position on the income tax return must be recognized at the largest
amount that is more-likely-than-not 10 be sustained upon audit by the relevant taxing authority. An uncertain income tax position will
not be recognized if it has less than a 50% likelihood of being sustained. Additienally, FIN 48 provides guidance on derecognition,
classification, interest and penalties, accounting in interim periods, disclosure and transition,

As a result of the implementation of FIN 48, the Company did not record any changes to the liability for unrecognized tax
henefits related to tax positions taken in prior periods, and thus there was no corresponding cumulative effect adjustment (o the
accumulated deficit. At the adoption date of October 1, 2007, the Company had $2 million of unrecognized tax benefits, none of
which would afTect its effective tax rate if recognized due to the full valuation allowance. At September 30, 2008, the Company had
$1.9 million ol unrecognized tax benefits, none of which would affect the effective tax rate if recognized.

A reconciliation of the beginning and ending amount of unrecognized tax benefits is as follows {(in thousands);

Balance at OCtober 1, 2007 ... e e e e e e e e e e e e e e e e ens e s s ren e v areneear e e eareane $ 1,997
Gross increases for tax POSUIONS OF CUITENE YEAT ........co.vioeereieieeeeeiectie e e seen e et sreseaeen et ne et amsenen 32
Gross decreases for tax positions of PrIOT YEAS ..ottt et (152)

In accordance with FIN 48, the Company continues its practice of recognizing interest and penalties related to income tax as
interest and other expenses instead of income tax expense. As of October 1, 2007 and September 30, 2008, no interest and penalties
were recognized in the Statement of Operations related to the uncertain tax positions at the date of adoption.

|

|

. |

Balance at September 30, 2008 ... ettt rerirneee B 1,878 ‘
|

Uncertain tax positions relate to the allocation of income and deductions amongst the Company’s global entities and to the i
determinations of the rescarch and experimental tax credit, The Company estimates that there will be no material changes in its
uncertain tax positions in the next 12 months.

The Company files income tax returns in the U.S. federal jurisdiction, and various states and foreign jurisdictions. The
Company is subject to audit by the TRS and California Tax Board for all years since September 30, 1994,

NOTE 11 — SEGMENT AND GEOGRAPHIC INFORMATION

The Company operates in one industry scgment comprising the design, development and marketing of high-performance, multi-
protocol packet processors - semiconductor devices. This determination was reached upon review of the structure of the Company’s
internal organization, the financial information that the Company’s chief operating decision maker uses 1o make decisions about
operating matters, such as resource allocation and performance assessment, and the structure of discrete financial information
available,
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Within the Company's one operating segment, two revemue-generaling activities have been identified for purposes of reporting:
sales of processors and of software licenses and other. Both processors and software licenses share similar customer bhase and
economic environment and share internal operating resources and assets. The Company does not intemally report profitability for each

these revenue-generating activities. Decisions are hased on the combined impact of the decisions and results of processors and
software licenses, Therefore, while the Company has been reporting net revenues and cost of revenues for processors and software
licenses separately, the Company does not consider these revenue-generating activities to constitute separate operating segmcpls.

Sales by major geographic area are based on the geographic location of the distributor, manufacturing subcontractor or OEM
who purchased our products which may be different from the geographic locations of our end customers, '

September 30, I

Years Ended 2008 2007 2006 .

{in thousands)

North America; |
URICH SEBIES .o et e e e eeeee et e eestessessessassarseseenseeeemeenare h) 17,280 % 17.841 § 16,655
UMNET oottt e st ess s et ee e et e ensvemten s s st arateasasasanesnsanseeersansenen 981 799 1,082

Total Nomth AMEHICA ..o e 18,261 18,640 17,737

Asia: ;
HONE KOME .1voreee et sssbs s 14,285 18,660 18,138
MATAYSIR coviviiiireiie e et e 923 1,424 1411
JADAN oo e e e ]78 1,155 i,j796
TRAUATA .ottt eaa et siar e b e e e e 824 547 1 ,;039
STNZAPOTE 1.oiviriviries ettt ettt st ee s anb s 501 284 1,429
CHIIA oottt et e e st b e as b e e rba s e ers e e arsessnsennen 238 — —
Taiwan 152 69 ‘134
L@ 11 11 (OO TR UOT OO 17 15 39

TOUADL ASIA oot a s b e bt e 17818 22,154 23,986

Europe and other ..o e ‘ 3,339 2,173 2/041

TOUD oo e eeeeseeaere e sttt $ 39418 § 42,967 § 43,764

Major Customers

The Company’s major customers are generally original equipment manufacturers with manufacturing subcontractors wlho
rchase products directly from us. Our principal end customers and their respective contribution to net revenucs for the respf:ctive

periods are as follows:

September 30, |

ears Ended 2008 2007 2006
Cisco Systems, Inc. and its contract manufacturers ... reieinnne 48 % 53 % 30 %
Huawei Technologies, INC. ..o 10 % 12 % 13 %
EMOC COTPOTAtON ..ooiiiiviiiiiiiiveriveesvranrnna s ne e s ss e e e 1{ % 6 % 3%
69 % 71 % 66 %

No other customers accounted for more than 10% of revenues in the periods presented.

Property and Equipment

As of September 30, 2008, the Company had net property and equipment of $1.3 miltion and $609,000 in the United §lates and

China, respectively.
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NOTE 12 — COMMITMENTS AND CONTINGENCIES
Contractual Obligations

The Company occupies its facilities under several non-cancelable operating leases that expire at various dates through
November 2011, and which contain renewal options. Additionally, contractual obligations were also entered into related to non-
recurring engineering services and inventory purchases. Payment obligations for such commitments as of September 30, 2008 are as
follows (in thousands):

Non-
Operating recurring Total
Lease Inventory Engineering Contractual
Commitments Purchases Expenses Obligations
{in thousands)
Fiscal year ending September 30,
2009 et e e ey b3 1,341 $ 22715 % 765 § 4,381
2010 et 454 — — 454
ZOTT e et 116 — — 116
3 1931 §$ 2275 % 765 % 4,971

Total rental expense under operating leases was $1.7 million, $2.6 million and $2.4 million for fiscal years ended
September 30, 2008, 2007 and 2006, respectively.

Guarantees

Agreements that we have determined to be within the scope of FIN 45 (“Guaranior's Accounting and Disclosure Requirements
for Guarantees, Including Indirect Guarantees of Indebtedness of Others™) include hardware and sofiware license warranties,
indemnification arrangements with officers and directors and indemnification arrangements with customers with respect to inteltectual
property. To date, the Company has not incurred material costs in relation to any of the above guarantees.

As permitted under Delaware law, the Company has agreements that provide indemnification of officers and directors for
certain events or occurrences while the officer or director is, or was serving, at the Company’s request in such capacity. The
indemnification period is effective for the officer’s or director’s lifetime, The maximum potential amount of future payments that the
Company could be required to make under these indemnification agreements is unlimited; however, the Company has a Director and
Officer insurance policy that limits its exposure and ¢nables the Company to recover a portion of any future amounts paid. All of the
indemnification agreements were grandfathered under the provisions of FIN 45 as they were in effect prior to December 31, 2002, As
a result of the insurance policy coverage, the Company believes the estimated fair value of the potential liability under these
agreements is minimal. Accordingly, the Company has not recorded any liabilitics for these agreements as of September 30, 2008,

The Company enters into standard indemnification agreements in the ordinary course of business. Pursuant to these agreements,
the Company indemnifies, holds harmless, and agrees to reimburse the indemnified party, generally business partners or customers,
for losses suffered or incurred in connection with patent, copyright or other intellectual property infringement claims by any third
party with respect to the Company’s products. The term of these indemmnification agreements is generally perpetual, effective after
execution of the agreement. The maximum potential amount of future payments the Company coutd be required to make under these
indemnification agreements is unlimited. To date, the Company has not incurred costs to defend lawsuits or settle claims related to
these indemnification agreements. Accordingly, the Company has not recorded any liabilitics for these agreements as of September
30, 2008. owever, the Company may, in the future, record charges related to indemnification obligations and, depending upon the
nature of any such fawsuit or claim, the estimated fair value of such indemnification obligations may be material.
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 SELECTED UNAUDITED QUARTERLY FINANCIAL DATA

Three Months Ended
December 31 March 31 June 30 September 30 Total
{(in thousands, except per share amounts)

Fiscal 2008:
NE U TEVERULS v 8 10,929 § 9265 § 10220 % 9004 § 39418
Gross profit .o 7457 6,143 6,551 5,444 25,595
NEUIOSS <o {680) (2,034) (1,889) (3,153) (7,756)
Net loss per share, basic and diluted ..... (0.05) (0.14) (0.13) (0.22) (0.53)
Fiscal 2007:
Net revenues ...o.cccivriviinsiirines. 9 9269 $ 11,029 § 11,671 § 10,998 § 42,967
Gross profit ... 6,065 7,433 7,707 7,330 28,735
Net income (1088} ..o (2,702) (707 284 584 (2,541)
Net income (loss) per share:
BASIC oo {0.19) (0.05) 0.02 0.04 (0.18)
Dibuted o {0.19) (0.05) 0.02 0.04 (0.18)

ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND FINANCIAL
DISCLOSURE

Not applicable.
ITEM9A, CONTROLS AND PROCEDURES

(a) Evaluation of disclosure controls and procedures. We maintain disclosure controls and procedures, as defined in Rules 13a-
15(c) and 15d-15(c) under the Securities Exchange Act of 1934, as amended, that are designed to ensure that information required to
be disclosed by us in reports that we file or submit is recorded, processed, summarized and reported within the time periods speciflied
in Securities and Exchange Commission rules and forms and that such information is accumulated and communicated to our
management, including our Chief Executive Officer and Chief Financial Officer, as appropriate to allow timely decisions regarding
required disclosure. The financial statements have been prepared in conformity with U8, generally accepted accounting principles
(“GAAP”) and necessarily include certain amounts that are based on estimates and informed judgments,

Based on management’s cvaluation as of the end of the period covered by this Annual Report on Form 10-K, our Chief
Executive Officer and Chief Financial Officer have concluded that our disclosure controls and procedures are effective to provide
reasonable assurance that information that is required to be disclosed in this Annual Report on Forim 10-K is recorded, processed,

summarized and reported within the time periods specified in SEC rules and forms and is accumulated and communicated to our Chief

Executive Officer and Chief Financial Otlicer, as appropriate to allow timely decisions regarding required disclosure.

(b) Management's Report on Internal Control Over Financial Reporting. Management is responsible for establishing and
maintaining adequate internal control over financial reporting for hi/fn, Inc, as defined in Rule 13a-15(f) under the Securities
Exchange Act of 1934. Our internal control over financial reporting is designed under the supervision of our Chief Executive Officer
and Chief Financial Officer, and effected by our Board of Directors, management and other personnel, to provide reasonable
assurance regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles. Internal control over financial reporting includes policies and procedures
that:

(i}  pertain to maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and dispositions
of the assets of the company;

(ii)  provide rcasonable assurance that transactions are recorded as necessary to permit preparation of financial statements in
accordance with generally accepted accounting principles, and that receipts and expenditures of the company are being
made only in accordance with authorizations of management and directors of the company; and

(iii) provide reasonable assurance that unauthorized acquisition, use or disposition of the company’s assets that could have a
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|
1
material effect on financial statements would be prevented or detected on a timely basis. }
|

Because of its intherent limitations, internal control over financial reporting may not prevent or detect misstatements. Also,
projections of any evaluation of effectiveness to future periods are subject to the risk that controls may become inadcquate‘, because of
changes in conditions, or that the degree of compliance with the policies or procedures may deteriorate. w
i

Managemem evaluated the effectiveness of internal control over financial reponing as of September 30, 2008, haseh on the
framework in Internal Control — Integrated Framewark issued by the Committee of Sponsoring Organizations of the Treadway
Commission. Based upon that evaluation, management (including our Chief Executive Ofticer and Chief Financial Ofﬁcer) concluded
that the company’s internat control over financial reporting was etfective as of September 30, 2008, |

|

(c) Attestation Report of the Registered Public Accounting Firm, The effectivencss of the Company’s internal control over
financial reporting as of September 30, 2008 has been audited by PricewaterhouseCoopers LLP, an independent registered public
accounting firm, as stated in their attestation repott, which is included in Part 11, Item &, of this Form 10-K. |

|
|

(d) Changes in internal control over financial reporting. There was no change in our internal control over financial reporting
that was identified in connection with our evaluation of disclosure controls and procedures that occurred during the last quarter of
fiscal 2008 that has materially affected, or is reasonably likely to materially affect, our internal control over financial repo‘_rting.

ITEM 9B. OTHER INFORMATION

Not applicable.
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PART INI
ITEM 10. DIRECTORS, EXECUTIVE OFFICERS AND CORPORATE GOVERNANCE

The information required by Item 10 is incorporated by reference from Hifti’s Proxy Statement for its 2009 Annual Meeting of
Stockholders — Election of Directors. The information required by Item 10 regarding our executive oflicers appears immediately
following ltem 3 under Part [ of this report.

The Company’s Code of Business Conflicts and Ethics, as adopted in April 2004 and posted on the Company’s weh site at

www hifn.com under Investor Relations. The Code of Ethics is applicable to all employees of the Company, including its executive
officers,

ITEM 11. EXECUTIVE COMPENSATION

The information required by this item is incorporated by reference from Hifn’s Proxy Statement for its 2009 Annuat Meeting of
Stockholders — Executive Officer Compensation.

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT AND RELATED
STOCKHOLDER MATTERS

The information required by this item is incorporated by reference from Hifn’s Proxy Statement for its 2009 Annual Meeting of
Stockholders - Security Ownership of Certain Beneficial Owners and Management.

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS, AND DIRECTOR INDEPENDENCE

The infotmation required by this item is incorporated by reference from Hifn's Proxy Statement for its 2009 Annual Meeting of
Stockholders — Certain Transactions.

ITEM 14. PRINCIPAL ACCOUNTING FEES AND SERVICES

The information required by this item is incorporated by reference from Hifn's Proxy Statement for its 2009 Annual Meeting of
Stockholders — Ratification of Appoiniment of Independent Registered Public Accounting Firm,
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PART IV
Item 15. EXHIBITS

(a) The following documents are filed as a part of this Report;

1, Financial Statements - See Item § above.

2. Exhibits - The cxhibits listed in the accompanying “Index to Exhibits™ are filed as part ol this Annual Report on Form

10-K. |
Exhibit Incorporated by Reference
Number Form File No. Exhibit Filing Date Filed
Exhibit Herewith

2.1 Acquisition of Assets of Siafu Software, LLC, by 8K 0-24765 99.1 (17/26/2007 '

and between hi/fin, Inc, and Siafu Software, LLC.
KN Form of Third Amended and Restated Cenificate  10-12G 0-24765 3.1 08/DR/1998

of Incorporation of hi/fn, inc.
3.2 Amended and Restated Bylaws of hi/fhy, inc. 10-12G 0-24765 iz 08/08/1998
10.1 Assignment, Assumption and License 10-12G (-24765 102 (18/08/1998

Agreement dated as of November 21, 1996
between Stac, Inc, and hi/fn, ing. !

10.2 Cross License Agreement dated as of November  10-12G 0-24765 10.3 08/08/1998 |
21, 1996 between Stac, Inc. and hiffn, inc. \
10.3 Agreement dated as of April 1, 1994 between 10-12G 0-24765 10.9 08/08/1998

International Business Machines Corporation
and Stac, Inc. (Program Patent License
Agreement).
10.4 Agreement dated as of April 1, 1994 between t0-12G 0-24765 10.10 08/18/1998
International Business Machines Corporation
and Stac, Inc. {(Cross License Agreement),

10.5 License Agreement dated as of June 20, 1994 10-12G 0-24765 1011 08/08/1998
between Microsoft Corporation and Stac, Inc.
10.6 License Agreement dated as of February 16, 10-12G 0-24765 10,12 (18/08/1998
1996 between Microsoft Corporation and Stac,
Inc. !
10,7 License Agreement dated as of December 15, 10-12G 0-24765 10.13 OR/IB/1998 |
1995 between Motorola, Inc. and Stac, Inc,
| 10.8*  Amended and Restated 1998 Employee Stock 10-Q (-247635 10.1 05/05/2008
| Purchase Plan of hi/fn, inc., as amended on
| February 21, 2008
' 10.9*  Form of Director Change of Control Agreement.  10-12G 0-24765 10.16 0R/08/1998
. 10.10*  Form of Employee Change of Control 10-12G 0-24765 10.17 08/08/1998
| Agreement.
10.11*  Foms of Severance and Change of Control 8-K 0-24765 99.1 05/19/2008

Agreement between the registrant and each of
Russcll Dietz, William R. Walker and Douglas
L.. Whiting

10.12+* Employment Agreement dated Febrary 6, 2007 10-Q 0-24765 10,38 05/05/2007
between Albert E. Sisto and hi/fn, inc. .

10.13+* LEmployment Agreement dated July 19, 2007 10-K (1-24765 10.24 11/14/2007 !
between John Matze and hiffn, inc. f

10.14  Agrecment dated May 6, 2005 between POIL- 10-Q 0-2476% 10.4 08/03/2008 !
Carlsbad, Tnc. and hi/fn, inc. |

10.15  Agreement dated julv 20, 2005 between 750 16-Q 0-24765 10.5 08/03/2005
University, LLC and hi/fn, inc.

10.16  Agreement dated July 25, 2006 between Ocean 16-K 0-24765 10.32 12/12/2006

Point Tech Centre and hi/fn, inc.,
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10.17

10.18*

10.19*

2L
231

KIN

312

321

322

Agreement dated September 19, 2006 between
Rreef Ametica Reit HI-Z1 LC and hi/fn, inc.
Amended and Restated 2001 Nonstatutory Stock
Option Plan of hi/fn, inc.

Amended and Restated 1996 Equity Incentive
Plan of hi/fn, inc.

Subsidiaries of the Registrant
Consent of PricewaterhouseCaopers LLP,
independent registered public accounting firm.

Centification of Chief Executive Officer pursuant
to Section 302 of the Sarbanes-Oxley Act of
2002

Certification of Chief Financial Officer pursuant
to Section 302 of the Sarbanes-Oxlcy Act of
2002

Certification of Chief Executive Officer pursuant
to 18 U.S.C. Section 1330, as adopted pursnant
to Section 906 of the Sarbanes-Oxley Act of
2002

Centification of Chief Financial Officer pursuant
to 18 U.S.C. Section 1350, as adopted pursuant
to Section 906 of the Sarbanes-Oxley Act of
2002

10-K

0-24765

10.31

12/12/2006

An asterisk (*) indicates that this exhibit is a management contract or compensatory plan or arrangement.

A cross (1) indicates that confidential treatment has been requested for portions of the marked exhibits.

{b) Exhibits: See Item 15(a) above.
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SIGNATURES

Pursuant to the requirements ol Section 13 or 15(d) of the Securities Exchange Act of 1934, as amended, the registrant has duly
caused this report 1o be signed on its behalf by the undersigned, thereunto duly authorized in the City of Los Gatos, State (}f California.

hiffn, inc

Dated: November 14, 2008 fs/ ALBERT E. SISTOQ
Albert E. Ststo
Chairman, Chief Executive Officer

Pursuant to the requirements of the Securities Exchange Act of 1934, as amended, this Report has been signed below by the
following persons in the capacitics and on November 14, 2008,

Signature Title Date

|
/s! ALBERT E. SISTOQ Chairman, Chief Executive Officer November 14, 2008
{Albert E. Sisto) (principal executive officer)
/s WILLIAM R. WALKER Vice President, Finance, Chicf Financial Officer November 14, 2008
(William R. Walker} and Sccretary (principal financial and accounting officer) |

]
18/ DOUGLAS L. WHITING Chief Scientist, Director November 14, 2008

{Douglas L. Whiting)

/s/ RICHARD M. NOLING Dircctor November 14, 2008
{Richard M. Noling)

fs/ TAHER ELGAMAL Director November 14, 2008
{Taher Elgamal)
/s/ ROBERT W. JOHNSON Director November 14, 2008

{Robert W, Johnson)
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Performance Graph

The information contained in this Performance Graph section shall not be deemed to be “soliciting material™ or “filed” or
incorporated by reference in future filings with the SEC, or subject to the liabilities of Section 18 of the Securities Exchange Act of
1934, as amended (the “Exchange Act™), except to the extent that the Company specifically incorporates it by reference into a
document filed under the Securities Act of 1933, as amended, or the Exchange Act.

Set forth below is a line graph comparing the annual percentage change in the cunulative total shareholder retum among Hifn,
the Russell 2000 Tech Index and the Nasdag Composite Index, from September 30, 2003 through September 30, 2008, the end of the
Last Fiscal Year. The graph assumes an investment of $100 at the close of trading on September 30, 2003, the last trading day of
fiscal 2003, in Hifs common stock, the Nasdaq Composite and the Russell 2000 Technology. Shareholder returns over the indicated
period are based on historical data and should not be considered indicative of future sharcholder returns.

COMPARISON OF 5 YEAR CUMULATIVE TOTAL RETURN"
Among hiffn, inc., The NASDAQ Composite Index
And The Russell 2000 Technology Index

$180 -
$140 - L G N
A'--._..—-ﬂ’ _____ B T N
$120 - - — -0"" "~.,‘_“A
$100 @7 —eme O O
$80 -
$60 -
$40
$20
so 1 1 1
9103 /04 8/05 o/08 9107 9/08
—&8— hifin, Inc. -— &~ = NASDAQ Composite ---8--- Russell 2000 Technology
*$100 invested on 9/30/03 in stock & index-including reinvestment of dividends.
Fiscal year ending September 20.
FY03 FY04 FYO0S FY06 FY07 FY08
Hi/Fn, Inc. 100.00 118.19 74.80 63.48 110.51 43.40
NASDAQ Composite 100.00 107.74 123.03 131.60 158.88 119.05
Russell 2000 Technology 100.00 94,12 104.43 114.99 138.05 103.12
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